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STRENGTHENING WORKER 
RETIREMENT SECURITY 


Tuesday, February 24, 2009 
U.S. House of Representatives 
Committee on Education and Labor 
Washington, DC 


The committee met, pursuant to call, at 10:32 a.m., in room 
2175, Rayburn House Office Building, Hon. George Miller [chair- 
man of the committee] presiding. 

Present: Representatives Miller, Kildee, Payne, Andrews, Scott, 
Woolsey, Hinojosa, McCarthy, Kucinich, Wu, Holt, Bishop of New 
York, Sestak, Loebsack, Hirono, Altmire, Hare, Courtney, Shea- 
Porter, Fudge, Polis, Titus, McKeon, Castle, Biggert, Platts, Kline, 
Price, Guthrie, and Roe. 

Staff present: Aaron Albright, Press Secretary; Tylease Alii, 
Hearing Clerk; Lynn Dondis, Labor Counsel, Subcommittee on 
Workforce Protections; Carlos Fenwick, Policy Advisor, Sub- 
committee on Health, Employment, Labor and Pensions; David 
Hartzler, Systems Administrator; Ryan Holden, Senior Investi- 
gator, Oversight; Jessica Kahanek, Press Assistant; Therese Leung, 
Labor Policy Advisor; Sara Lonardo, Junior Legislative Associate, 
Labor; Joe Novotny, Chief Clerk; Megan O’Reilly, Labor Counsel; 
Rachel Racusen, Communications Director; Meredith Regine, Jun- 
ior Legislative Associate, Labor; Michele Varnhagen, Labor Policy 
Director; Mark Zuckerman, Staff Director; Cameron Coursen, Mi- 
nority Assistant Communications Director; Ed Gilroy, Minority Di- 
rector of Workforce Policy; Rob Gregg, Minority Senior Legislative 
Assistant; Alexa Marrero, Minority Communications Director; Jim 
Paretti, Minority Workforce Policy Counsel; Ken Serafin, Minority 
Professional Staff Member; and Linda Stevens, Minority Chief 
Clerk/ Assistant to the General Counsel. 

Chairman Miller [presiding]. The House Committee on Edu- 
cation and Labor will come to order. And we meet today to explore 
the shortcomings in our nation’s retirement system and look at so- 
lutions, so that Americans can enjoy a safe and secure retirement. 

The current economic crisis has exposed deep flaws in our na- 
tion’s retirement system. These flaws were mostly hidden when the 
market was doing well. Since the beginning of this crisis, trillions 
of dollars have evaporated from workers’ 401(k) accounts. Millions 
of workers have seen a significant portion of their retirement bal- 
ance vanish in just a few short months. 

( 1 ) 
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The committee heard testimony last year that the decline has 
forced many workers to consider postponing retirement or rejoining 
the workforce if they have already retired. For many retirees cop- 
ing with rising costs for health care and other basic expenses, this 
loss in income is simply devastating. 

For too many Americans, 401(k) plans have become little more 
than a high stakes crap shoot. If you don’t take your retirement 
savings out of the market before the crash, you are likely to take 
years to recoup your losses, if at all. 

As a result, we are realizing that Wall Street’s guarantee of pre- 
dictable benefits and peace of mind throughout retirement was 
nothing more than a hollow promise. And many more are ques- 
tioning whether our nation’s retirement system as a whole is suffi- 
cient to ensure retirement security. 

Workers and retirees have historically depended upon three 
sources of income during retirement: from the defined contribution 
plans, defined benefit plans and other savings and Social Security. 
One leg of our retirement system is Social Security, and this pro- 
gram has never looked better than it does today. When you con- 
sider the trillions that employees have lost in retirement invest- 
ments, thank goodness we didn’t get sucked into gambling with So- 
cial Security funds in the Wall Street casino. 

Another leg is traditional pension plans. But over the last two 
decades, many companies have unceremoniously frozen or termi- 
nated pension plans. Defined contribution plans, including 401(k)s, 
and other savings make up the third leg of our nation’s retirement 
system. However, the 401(k) is not the supplemental retirement 
plan as it was originally designed. In fact, more than two-thirds of 
the workers with retirement plans rely solely on 401(k)-type plans 
as their primary retirement vehicle. 

While 401(k)s are a fact of life, this committee has found that 
these plans in their current form do not and will not provide suffi- 
cient retirement security for the vast majority of Americans. This 
is why, in the short term, we must preserve and strengthen the 
401(k)s. Hidden fees and conflicts of interest must be rooted out. 
And 401(k)s need to be run in the interest of the account holder, 
not the financial service industry. 

Wall Street middle men live off the billions they generate from 
401(k)s by imposing hidden and excessive fees that swallow up 
workers’ money. Over a lifetime of work, these hidden fees can take 
an enormous bite out of workers’ accounts. 

Last Congress, I proposed a bill that would require simple and 
straightforward disclosure of 401(k) fees. And Wall Street opposed 
it. The ferocity of Wall Street’s response to simple fee disclosure 
leads me to believe that they do not want 401(k) account holders 
to find out the billions they skim from Americans’ hard-earned sav- 
ings. 

I finally believe that workers have the right to know exactly how 
much is taken from their accounts. Every penny contributed to a 
401(k) account is the worker’s money, and it should be used for the 
worker’s retirement. 

In addition, as one of our witnesses will testify today, the inter- 
ests of investment managers selling retirement products to workers 
do not line up with the interests of the account holders. Too often. 
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the most marketed investment options are the worst for workers in 
terms of expense and performance. 

Finally, in the long term, we should ask ourselves whether our 
current system gives workers the ability to ensure a safe and se- 
cure retirement. Witnesses appearing today will discuss how the 
decades-old realignment of our retirement system is putting enor- 
mous stress on the Americans’ retirement security. 

Being able to save for retirement after a lifetime of hard work 
has always been a core tenet of the American dream. Retirees 
ought to have financial security that allows them to focus on family 
and friends without sacrificing their standard of living. In the 
short-term. Congress must address ways to improve defined con- 
tribution plans. The 401(k) needs to be more transparent, fair and 
operated on behalf of account holders, not Wall Street firms. 

But, we must also ask the difficult questions about the state of 
our nation’s retirement system as a whole and look to see whether 
we need to create a new leg of retirement security. I hope this 
marks the beginning of an open and frank discussion on where we 
are today and what we need to do as a country to create a retire- 
ment system that works for all Americans, not just the fortunate 
few. 

In the coming weeks and months, this committee and Mr. An- 
drews’ subcommittee will be exploring these issues. And I look for- 
ward to the testimony of today’s witnesses. And with that, I would 
like to recognize Congressman McKeon, my colleague from Cali- 
fornia, who is the senior Republican on the committee for his open- 
ing statement. 

Prepared Statement of Hon. George Miller, Chairman, Committee on 
Edueation and Labor 

The Education and Labor Committee meets today to explore shortcomings in our 
nation’s retirement system and look at solutions so that Americans can enjoy a safe 
and secure retirement. 

The current economic crisis has exposed deep flaws in our nation’s retirement sys- 
tem. These flaws were mostly hidden when the market was doing well. 

Since the beginning of this crisis, trillions of dollars have evaporated from work- 
ers’ 401(k) accounts. Millions of workers have seen a significant portion of their re- 
tirement balance vanish in just a few short months. 

The committee heard testimony last year that the decline has forced many work- 
ers to consider postponing retirement or rejoining the workforce if they have already 
retired. For many retirees coping with rising costs for health care and other basic 
expenses, this loss in income is simply devastating. 

For too many Americans, 401(k) plans have become little more than a high stakes 
crap shoot. If you didn’t take your retirement savings out of the market before the 
crash, you are likely to take years to recoup your losses, if at all. 

As a result, we are realizing that Wall Street’s guarantees of predictable benefits 
and peace of mind throughout retirement was nothing more than a hallow promise. 

And, many more are questioning whether our nation’s retirement system as a 
whole is sufficient to ensure retirement security. 

Workers and retirees have historically depended on three sources of income dur- 
ing retirement — from defined contribution plans, defined benefit plans and other 
savings, and Social Security. 

One leg of our retirement system is Social Security, and this program has never 
looked better. When you consider the trillions that employees have lost in retire- 
ment investments, thank goodness we didn’t get suckered into gambling Social Se- 
curity funds at the Wall Street casino. 

Another leg is traditional pension plans. 

But over the last two decades, many companies have unceremoniously frozen or 
terminated pension plans. 
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Defined contribution plans, including 401(k)s, and other savings make up the 
third leg of our nation’s retirement system. 

However, the 401(k) is not the supplemental retirement plan as it was originally 
designed. 

In fact, more than two-thirds of workers with retirement plans rely solely on 
401(k) type plans as their primary retirement vehicle. 

While 401(k)s are a fact of life, this committee has found that these plans in their 
current form do not and will not provide sufficient retirement security for the vast 
majority of Americans. 

That is why in the short term, we must preserve and strengthen 401(k)s. 

Hidden fees and conflicts of interest must be rooted out. 

And, 401(k)s need to be run in the interest of account holders, not the financial 
services industry. 

Wall Street middle men live off the billions they generate from 401(k)s by impos- 
ing hidden and excessive fees that swallow up workers money. Over a lifetime of 
work, these hidden fees can take an enormous bite out of workers accounts. 

Last Congress, I proposed a bill that would require simple and straightforward 
disclosure of 401(k) fees. Wall Street opposed it. 

The ferocity of Wall Street’s response to simple fee disclosure leads me to believe 
that they do not want 401(k) account holders find out the billions they skim from 
Americans’ hard-earned savings. 

I firmly believe that workers have the right to know exactly how much is taken 
from their accounts. Every penny contributed to a 401(k) is the worker’s money and 
it should be used for the worker’s retirement. 

In addition, as one of our witnesses will testify today, the interest of the invest- 
ment managers selling retirement products to workers do not line up with the inter- 
ests of account holders. 

Too often, the most marketed investment options are the worst for workers in 
terms of expense and performance. 

Finally, in the long term, we should ask ourselves whether our current system 
gives workers the ability to ensure a safe and secure retirement. 

Witnesses appearing today will discuss how the decades-old realignment of our re- 
tirement system is putting enormous stress on Americans’ retirement security. 

Being able to save for retirement after a lifetime of hard work has always been 
a core tenet of the American Dream. Retirees ought to have financial security that 
allows them to focus on family and friends without sacrificing their standard of liv- 
ing. 

In the short-term. Congress must address ways to improve defined contribution 
plans. The 401(k) needs to be more transparent, fair, and operated on behalf of the 
account holder, not Wall Street firms. 

But, we must also ask the difficult questions about the state of our nation’s retire- 
ment system as a whole and look to see whether we need to create a new leg of 
retirement security. 

I hope this marks the beginning of an open and frank discussion on where we 
are today and what we need to do as a country to create a retirement system that 
works for all Americans, not just the fortunate few. 

In the coming weeks and months, this committee and Mr. Andrews’ subcommittee 
will be exploring all these issues. 

I look forward to today’s testimony. 


Mr. McKeon. Good morning, and thank you, Chairman Miller. 

Last fall, as our nation’s financial crisis was worsening, the com- 
mittee held several hearings devoted to the effects of this crisis on 
retirement savings. We heard some troubling testimony about the 
state of our nation’s economic affairs, its impact on workers and re- 
tirees and a range of proposals for solutions. Some, I think, we 
would all agree upon. Others were and remain far more controver- 
sial. 

As I noted in the fall, our economy is in the midst of a serious 
downturn, constrained by a global credit crisis and burdened by the 
weight of toxic assets that have made it more difficult for busi- 
nesses large and small to maintain their day-to-day operations, 
much less to create the new jobs our economy needs. 
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And while it would be easy to dismiss the woes of the stock mar- 
ket as merely impacting the wealthy, the reality is that millions of 
Americans rely on investments in planning for retirement. Because 
of this, a downturn in our financial markets can have a real impact 
on workers’ retirement security. 

While the two major types of retirement plans, defined-contribu- 
tion and defined-benefit, have many differences, both are impacted 
by the overall health of our economic system and by investment 
performance in particular. 401(k)-type savings plans are invested 
directly, usually managed by workers. Defined-benefit plans re- 
quire plan sponsors to manage millions in assets over a period of 
many decades. 

With the collapse in recent years of a number of defined-benefit 
plans, we have seen the risk to workers and retirees when plans 
are not effectively managed, or when benefits are over-promised 
and under-delivered. 

I understand that the bulk of our examination today will be de- 
voted to 401(k) plans and the defined contribution pension system. 
I welcome this examination and trust that the information we hear 
today will be of use to us. 

I would caution, however, that to the extent we focus on one side 
of the equation, the defined contribution side, we must not ignore 
the other. It may be tempting this morning to talk about the risks 
associated with defined contribution plans, and how workers would 
be so much better off if they were all in defined benefit plans. I 
think that simply misstates the case. 

As the Chairman well knows, our nation’s defined benefit plans 
are facing historic challenges in the wake of our financial collapse. 
While workers with retirement savings in 401(k) plans are rightly 
worried about what the market is doing in their retirement plans, 
workers in defined benefit plans face their own worries about 
whether their companies will still be standing, whether their jobs 
will still be there and whether their promised benefits will be deliv- 
ered in the wake of this financial turmoil. I hope the Committee 
will pay the same attention to those issues as we move forward. 

Second, I hope that this morning’s hearing will acknowledge the 
full scope of the challenges facing Americans planning for or enter- 
ing retirement. I expect we will hear at some length about fee dis- 
closure in 401(k) plans and the need for improvement. I know this 
is an issue of particular concern to you. Chairman Miller, and one 
on which I expect we will again see legislation in this Congress. 

As I made clear last fall, I think all of us would support im- 
proved disclosure that is meaningful and useful to participants. 
And the question of how we go about that improvement is a fair 
question for today’s hearing. 

I would caution, however, that we not suggest that investment 
fees are to blame for the dramatic declines in retirement savings 
which our nation’s workers and retirees have seen as a result of 
this historic financial crisis. 

In a year where the S&P 500 lost 38 percent of its value, to sug- 
gest that the problem is merely one of investment fees is simply 
not factual or helpful. And indeed, on that point, it bears note that 
while the S&P lost almost 40 percent of its value, the best numbers 
available now suggest that the average workplace retirement sav- 
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ings account lost 27 percent of its value — still a difficult loss, but 
it does suggest that plans can and will vary with performance and 
their management. 

Finally, I think it is important to recognize that while our de- 
fined contribution system could be improved, it would be a real 
mistake to dismantle it, or nationalize it, as has been suggested in 
this committee in the past. We have a heavy responsibility in both 
the legislation we pass and the debates we undertake. 

In particular, I would make clear that now is not the time to 
frighten people out of the market. Triggering a widespread exodus 
from the system would only exacerbate the market’s downward 
trend, while cementing those deep losses. I hope members and wit- 
nesses will keep this in mind with their comments, their remarks 
today. 

Given the fact that, historically and over time, these plans have 
become vital retirement savings vehicles for millions of Americans, 
I am very mindful that we do not take any step, even our conversa- 
tions, to discourage that this morning. 

With that, I welcome our witnesses and look forward to their tes- 
timony and yield back. 

Prepared Statement of Hon. Howard P. “Buek” MeKeon, Senior Republican 
Member, Committee on Education and Labor 

Good morning, and thank you, Chairman Miller. 

Last fall, as our nation’s financial crisis was worsening, the Committee held sev- 
eral hearings devoted to the effects of this crisis on retirement savings. We heard 
some troubling testimony about the state of our nation’s economic affairs, its impact 
on workers and retirees, and a range of proposals for solutions. Some I think we 
would all agree upon. Others were and remain far more controversial. 

As I noted in the fall, our economy is in the midst of a serious downturn, con- 
strained by a global credit crisis and burdened by the weight of toxic assets that 
have made it more difficult for businesses large and small to maintain their day- 
to-day operations, much less to create the new jobs our economy needs. And while 
it would be easy to dismiss the woes of the stock market as merely impacting the 
wealthy, the reality is that millions of Americans rely on investments in planning 
for retirement. Because of this, a downturn in our financial markets can have a real 
impact on workers’ retirement security. 

While the two major types of retirement plans — defined-contribution and defined- 
benefit — have many differences, both are impacted by the overall health of our eco- 
nomic system and by investment performance in particular. 401(k)-type savings 
plans are invested directly, usually managed by workers. Defined-benefit plans re- 
quire plan sponsors to manage millions in assets over a period of many decades. 
With the collapse in recent years of a number of defined-benefit plans, we have seen 
the risk to workers and retirees when plans are not effectively managed, or when 
benefits are over-promised and under-delivered. 

I understand that the bulk of our examination today will be devoted to 401(k) 
plans, and the defined contribution pension system. I welcome this examination, and 
trust that the information we hear today will be of use to us. I would caution, how- 
ever, that to the extent we focus on one side of the equation — the defined contribu- 
tion side — we must not ignore the other. It may be tempting this morning to talk 
about the risks associated with defined contribution plans, and how workers would 
be so much better off if they were all in defined benefit plans. I think that simply 
misstates the case. 

As the Chairman well knows, our nation’s defined benefit plans are facing historic 
challenges in the wake of our financial collapse. While workers with retirement sav- 
ings in 401(k) plans are rightly worried about what the market is doing to their re- 
tirement plans, workers in defined benefit plans face their own worries about 
whether their companies will still be standing, whether their jobs will still be there, 
and whether their promised benefits will be delivered in the wake of this financial 
turmoil. I hope the Committee will pay the same attention to these issues as we 
move forward. 
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Second, I hope that this morning’s hearing will acknowledge the full scope of the 
challenges facing Americans planning for, or entering, retirement. I expect we will 
hear at some length about “fee disclosure” in 401(k) plans, and the need for im- 
provement. I know this is an issue of particular concern to you. Chairman Miller, 
and one on which I expect we will again see legislation in this Congress. As I made 
clear last fall, I think all of us would support improved disclosure that is meaningful 
and useful to participants. And the question of how we go about that improvement 
is a fair question for today’s hearing. 

I would caution, however, that we not suggest that investment fees are to blame 
for the dramatic declines in retirement savings which our nation’s workers and re- 
tirees have seen as result of this historic financial crisis. In a year where the S&P 
500 lost 38 percent of its value, to suggest that the “problem” is merely one of in- 
vestment fees is simply not factual or helpful. And indeed, on that point, it bears 
note that while the S&P lost almost 40 percent of its value, the best numbers avail- 
able now suggest that the average workplace retirement savings account lost 27 per- 
cent of its value — still a difficult loss, but it does suggest that plans can and will 
vary with performance and their management. 

Finally, I think it is important to recognize that while our defined contribution 
system could be improved, it would be a real mistake to dismantle it, or nationalize 
it, as has been suggested in this Committee in the past. We have a heavy responsi- 
bility in both the legislation we pass and in the debates we undertake. In particular, 
I would make clear that now is not the time to frighten people out of the market. 
Triggering a widespread exodus from the system would only exacerbate the market’s 
downward trend, while cementing these deep losses. I hope Members and witnesses 
will keep this in mind with their remarks today. Given the fact that historically, 
and over time, these plans have become vital retirement savings vehicles for mil- 
lions of Americans, I am very mindful that we do not take any step, even in our 
conversations, to discourage that this morning. 

With that, I welcome our witnesses and look forward to their testimony. I yield 
back. 


Chairman Miller. I thank the gentleman for his statement. And 
I would just, if I might remark on it, it is the intent of the chair 
of this committee to have an exhaustive set of hearings on pension 
security in this country, including public plans, including defined 
benefit plans, including the Pension Guaranty Corporation, under 
the of leadership of Mr. Andrews and his subcommittee. 

As I said earlier, the market shined a light on serious problems 
with 401(k) plans, it is also shining the light on serious problems 
with other pension plans in terms of, certainly, the expectations of 
the participants, but also their ability to deliver. 

Thank you to all of the witnesses for agreeing to testify today 
and to give us the benefit of your experience and expertise. 

Our first witness will be John C. Bogle who is the founder and 
former chief executive of Vanguard, the mutual fund organization 
he created in 1974. While at Vanguard, Mr. Bogle founded the first 
indexed mutual fund. And Vanguard is now among the largest mu- 
tual fund organizations in the world with current assets totaling 
over $1 trillion. Mr. Bogle received his BA Princeton University. 

Dr. Dean Baker is the co-director of the Center of Economic and 
Policy Research, which he founded in 1999. Dr. Baker is the author 
of many books on economic issues, including Plunder and Blunder, 
the Rise and Fall of the Bubble Economy. He received a BA from 
Swarthmore College and his Ph.D. in Economics from the Univer- 
sity of Michigan. 

Dr. Alicia H. Munnell is Peter Drucker professor of management 
sciences at Boston College’s Carol School of Management and also 
serves as the Director for the Center of Retirement Research in 
Boston College. Prior to joining Boston College, she served during 
the Clinton Administration as both the Treasury Department and 
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the Social Security Administration. Dr. Munnell has earned her BA 
from Wellesley College, and MA from Boston University, and a 
Ph.D. from Harvard University. 

Paul Schott Stevens has served as president and chief executive 
officer of the Investment Company Institute since 2004. Outside 
ICI, Mr. Stevens’ career included various roles in private law prac- 
tice as corporate counsel and in government service. Mr. Stevens 
received his BA from Yale University and received his JD from the 
University of Virginia. 

Mr. Bogle, you are 80 years old. And we are still worried about 
where you went to college. It is kind of interesting, isn’t it? We 
keep going back in time. Anyway, we are going to begin with you. 
A green light will go on when you begin to testify. Then there will 
be an orange light after 4 minutes. 

We would suggest that you think about wrapping up your state- 
ment at that time. But we want you to finish your thoughts and 
the purposes of your testimony. And then we will open it up for 
questions from the committee. 

We will go through all of the witnesses first for your testimony. 
And I believe you are going to have to turn on your mike, Mr. 
Bogle. And again, welcome to the committee. And we look forward 
to your testimony. 

STATEMENT OF JOHN C. BOGLE, FOUNDER, VANGUARD 

GROUP 

Mr. Bogle. All right. Am I on the air now? 

Chairman Miller. You are on the air. 

Mr. Bogle. All right. Well, good morning. Chairman Miller, and 
thank you. And members of the committee, thank you for your invi- 
tation to join you today to talk about some things that have been 
on my mind for a very long time. 

I think it is perhaps best for me to begin by summarizing the 
ideal system that I think is the ideal system for retirement today. 

Chairman Miller. We are going to bring the mike a little closer 
to you. 

Mr. Bogle. Okay, very good — that I have outlined in my state- 
ment. Number one, for individual savers who have the financial 
ability to save for retirement, there would be a single defined con- 
tribution plan structured, consolidating all those 401(k), IRAs, Roth 
IRAs, 403(b)s and so on, a defined contribution system, a unitary 
defined contribution system that would be open to all of our citi- 
zens. 

It would be dominated by low-cost, even mutual, providers of 
services, yes, inevitably focused on all market index funds, invest- 
ing for the long term and overseen by a newly created federal re- 
tirement board that would establish sound principles for the pri- 
vate sector to observe, and asset allocation and diversification, in 
order to assure appropriate investment risk for each participant in 
the system, and also to assure full disclosure of all plan costs. 

The board, in essence, would also restrict loans very greatly from 
the system and preclude cash outs when employees change jobs, 
and would also appraise and approve qualified service providers. 

Number two, the idea of number one, is to establish appropriate 
investment risk, something we have lost sight of for individuals. 
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And point two is to deal with longevity risk, that other great risk 
to retirement security that we outlive our resources, mitigated by 
creating a simple, low-cost annuity plan as a mandatory offering at 
some point in all DC plans, with some portion of each participants’ 
balance going into this option on retirement. 

And number three, and most importantly, we should extend the 
existing ERISA requirement that plan sponsors, corporations, meet 
a standard of fiduciary duty to encompass mutual fund planned 
providers as well. In fact, I think we need to go further. 

I believe we need a federal standard of fiduciary duty for all 
money managers who are agents, who in my opinion have failed 
abjectly in their responsibility to serve first the interest of their 
principals, all those mutual fund shareowners and pension bene- 
ficiaries. Therefore these agents bear a heavy responsibility for the 
financial crisis we are now facing. 

Now, why do we have to reform the system? Well, we need a new 
system of worker retirement security, because the present system 
is imperiled and is headed toward a train wreck of considerable 
force. 

It is not just the 50 percent plus the client in stock prices that 
we have seen, with $10 trillion, almost $10 trillion of market value 
erased, some of which — I should importantly — I can’t deal with it 
in my opening statement. But it is in my testimony and my pre- 
pared statement, some of which represented speculative phantom 
wealth, overvalued markets developed by speculators that are de- 
scribed in the statement. So some of the wealth that has evapo- 
rated was phantom wealth. 

But that only begins that market decline, that big loss, the list 
of reasons for retirement plans to change the system, the problems 
that we have created in the system. Retirement plans own about 
half of all U.S. stock. And in turn, they have borne about $5 trillion 
of the $10 trillion decline, a whopping — I am using 30 percent. 
Congressman. But 27 percent might be a better number — a whop- 
ping 27 percent hit to the retirement system itself. 

So we are not saving nearly enough. We now know, for retire- 
ment, corporations have been stingy in funding their defined ben- 
efit plans. And they assumed higher levels of return, they are even 
remotely capable of achieving. They are, in effect, a bad joke, the 
future 8.5 percent returns these retirement plans were claiming be- 
fore the great fall of the market last year. And in addition, they 
have been derelict in funding their defined contribution plans, 
largely 401(k)s, which have a balance of a pitiful $15,000, the me- 
dian balance. 

What is more, nearly 100 companies already in the last year 
have either reduced or suspended their contributions to their ben- 
efit plans, just as stock prices have come down by that hug:e 
amount, creating some kind of extra value at some point. In addi- 
tion, pension managers and plan participants have made unwise 
and often speculative investment choices. Too much in equities, es- 
pecially for investors nearing retirement; too many hedge funds, 
also known as absolute return funds, now known as absolute nega- 
tive return funds; too much real estate, and so on. 

Our financial system, especially our mutual funds and our hedge 
funds also are greedy to fault. And they consume far too large a 
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share of the returns created by our business and economic system. 
So we must recognize that the interest of our money managers and 
marketers are in direct conflict with the financial interests of the 
investors to whom they provide services. 

If I could just make one more point, I guess my time has run out 
here, has it? I would like to just make one more really important 
point, if I may. All this trading back and forth among investors is 
not a zero-sum game. The financial system, the traders, the bro- 
kers, the investment bankers, the money managers, the middle- 
men, Wall Street as it were, takes a cut of all this frenzied activity, 
leaving investors as a group only with what is left. Yes, the inves- 
tor feeds at the bottom of the food chain of investing. 

So what do we have to do to encourage and maximize retirement 
savings? Using a biblical phrase, if I may, we must drive the 
money changers, or at least most of them, out of the temples of fi- 
nance. 

Now, here is the most important point in my remarks. I asked 
you in my testimony to read it twice. If we investors collectively 
own the markets, as we do, but individually compete to beat our 
fellow market participants, we lose the game because of those 
costs. But if we investors abandoned our inevitably futile attempts 
to obtain an edge over other market participants and simply hold 
our share of the market portfolio, we win the game. It is not very 
complicated. 

So that is why, inevitably, we will be focused on stock and bond 
index funds. 

Thank you, Mr. Chairman. Sorry to run a little over. 

[The statement of Mr. Bogle follows:] 

Prepared Statement of John C. Bogle, Founder and Former Chief Executive 

of the Vanguard Groups 

Our nation’s system of retirement security is imperiled, headed for a serious train 
wreck. That wreck is not merely waiting to happen; we are running on a dangerous 
track that is leading directly to a serious crash that will disable major parts of our 
retirement system. Federal support — which, in today’s world, is already being 
tapped at unprecedented levels — seems to be the only short-term remedy. But long- 
term reforms in our retirement funding system, if only we have the wisdom and 
courage to implement them, can move us to a better path toward retirement secu- 
rity for the nation’s workers. 

One of the causes of the coming crisis — but hardly the only cause — is the collapse 
of our stock market, erasing some $8 trillion in market value from its $17 trillion 
capitalization at the market’s high in October 2007, less than 18 months ago. How- 
ever, this stunning loss of wealth reflects, in important part, a growing and substan- 
tial overvaluation of stocks during the late 1990s and early 2000s, “phantom 
wealth” which proved unjustified by corporate intrinsic value. (I’ll discuss this sub- 
ject in greater depth later in my statement.) 

But four other causes must not be ignored. One is the inadequacy of national sav- 
ings being directed into retirement plans. “Thrift” has been out in America; “instant 
gratification” in our consumer-driven economy has been in. As a nation, we are not 
saving nearly enough to meet our future retirement needs. Too few citizens have 
chosen to establish personal retirement accounts, and even those who have estab- 
lished them are funding them inadequately and only sporadically. Further, our cor- 
porations have been funding their pension plans on the mistaken assumption that 
stocks would produce future returns at the generous levels of the past, raising their 
prospective return assumptions even as the market reached valuations that were far 


^The opinions expressed in this speech do not necessarily represent the views of Vanguard’s 
present management. 
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above historical norms.^ And the pension plans of our state and local governments 
seem to be in the worst financial condition of all. (Because of poor transparency, in- 
adequate disclosure, and non-standardized financial reporting, we really don’t know 
the dimension of the shortfall.) 

Second is the plethora of unsound, unwise, and often speculative investment 
choices made not only by individuals responsible for managing their own tax-shel- 
tered retirement investment programs (such as individual retirement accounts and 
defined-contribution pension plans such as 401(k) thrift plans provided by corpora- 
tions and 403(b) savings plans provided by non-profit institutions), but also profes- 
sionally managed defined benefit plans, largely created in earlier days by our na- 
tion’s larger corporations and by our state and local governments. 

Third, conflicts of interest are rife throughout our financial system. Both the man- 
agers of mutual funds held in corporate 401(k) plans and the money managers of 
corporate pension plans face a potential conflict when they hold the shares of the 
corporations that are their clients. It is not beyond imagination that when a man- 
ager votes proxy shares against a company management’s recommendation, it might 
not sit well with company executives who select the plan’s provider of investment 
advice. (There is a debate about the extent to which those conflicts have actually 
materialized.) In trade union plans, actual conflicts of interest among union leaders, 
union workers, investment advisers, and money managers have been documented in 
the press and in court. In defined benefit plans, corporate senior officers face an ob- 
vious short-term conflict between minimizing pension costs in order to maximize the 
earnings growth that market participants demand, and incurring larger pension 
costs by making timely and adequate contributions to their companies’ pension 
plans in order to assure long-term security for the pension benefits they have prom- 
ised to their workers. 

Fourth, our financial system is a greedy system, consuming far too large a share 
of the returns created by our business and economic system. Corporations generate 
earnings for the owners of their stocks, pay dividends, and reinvest what’s left in 
the business. In the aggregate, over the past century, the returns generated by our 
businesses have grown at an annual rate of about 9 V 2 percent per year, including 
about 4 V 2 percent from dividend yields and 5 percent from earnings growth. Simi- 
larly, corporate and government bonds pay interest, and the aggregate return on 
bonds averaged about 5 percent during the same period. 

But these are the gross returns generated by the corporations that dominate our 
system of competitive capitalism (and by government borrowings). Investors who 
hold these financial instruments, either directly or through the collective investment 
programs provided by mutual funds and defined benefit pension plans, receive their 
returns only after the cost of acquiring them and then trading them back and forth 
among one another. While some of this activity is necessary to provide the liquidity 
that has been the hallmark of U.S. financial markets, it has grown into an orgy of 
speculation that pits one manager against another, and one investor (or speculator) 
against another — a “paper economy” that has, predictably, come to threaten the real 
economy where our citizens save and invest. It must be obvious that our present 
economic crisis was, by and large, foisted on Main Street by Wall Street — the mostly 
innocent public taken to the cleaners, as it were, by the mostly greedy financiers. 

Extracting Value From Society 

I’ve written about our absurd and counterproductive financial sector at length. 
Writing in the Journal of Portfolio Management in its Winter 2008 issue, here are 
some of the things that I said about the costs of our financial system: “* * * mutual 
fund expenses, plus all those fees paid to hedge fund and pension fund managers, 
to trust companies and to insurance companies, plus their trading costs and invest- 
ment banking fees * * * totaled about $528 billion in 2007. These enormous costs 
seriously undermine the odds in favor of success for citizens who are accumulating 
savings for retirement. Alas, the investor feeds at the bottom of the costly food chain 
of investing, paid only after all the agency costs of investing are deducted from the 
markets’ returns * * * Once a profession in which business was subservient, the 
field of money management has largely become a business in which the profession 
is subservient. Harvard Business School Professor Rakesh Khurana is right when 
he defines the standard of conduct for a true professional with these words: T will 


2 For example, in 1981, when the yield on long-term U.S. Treasury bonds was 13 V 2 percent, 
corporations assumed that future returns on their pension plans would average 6 percent. At 
the end of 2007, despite the sharp decline in the Treasury bond yield to 4.8 percent, the as- 
sumed future return soared to 8 y 2 percent. Even without the large losses incurred in the 2008 
bear market, it seems highly unlikely that such a return will be realized. 
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create value for society, rather than extract it.’ And yet money management, by defi- 
nition, extracts value from the returns earned by our business enterprises.” 

These views are not only mine, and they have applied for a long time. Hear Nobel 
laureate economist James Tobin, presciently writing in 1984: “* * * we are throw- 
ing more and more of our resources into financial activities remote from the produc- 
tion of goods and services, into activities that generate high private rewards dis- 
proportionate to their social productivity, a ‘paper economy’ facilitating speculation 
which is short-sighted and inefficient.” 

In his remarks, Tobin cited the eminent British economist John Maynard Keynes. 
But he failed to cite Keynes’s profound warning: “When enterprise becomes a mere 
bubble on a whirlpool of speculation, the consequences may be dire * * * when the 
capital development of a country becomes a by-product of the activities of a casino 
* * * the job (of capitalism) will be ill-done.” That job is indeed being ill-done today. 
Business enterprise has taken a back seat to financial speculation. The multiple 
failings of our flawed financial sector are jeopardizing, not only the retirement secu- 
rity of our nation’s savers but the economy in which our entire society participates. 

Our Retirement System Today 

The present crisis in worker retirement security is well within our capacity to 
measure. It is not a pretty picture: 

Defined Benefit Plans. Until the early 1990s, investment risk and the longevity 
risk of pensioners (the risk of outliving one’s resources) were borne by the defined 
benefit (DB) plans of our corporations and state and local governments, the perva- 
sive approach to retirement savings outside of the huge DB plan we call Social Secu- 
rity. But in the face of a major shift away from DB plans in favor of defined con- 
tribution (DC) plans, DB ^owth has essentially halted. Assets of corporate pension 
plans have declined from $2.1 trillion as far back as 1999 to an estimated $1.9 tril- 
lion as 2009 began. These plans are now severely underfunded. For the companies 
in the Standard & Poor’s 500 Index, pension plan assets to cover future payments 
to retirees has tumbled from a surplus of some $270 billion in 1999 to a deficit of 
$376 billion at the end of 2008. Largely because of the stock market’s sharp decline, 
assets of state and local plans have also tumbled, from a high of $3.3 trillion early 
in 2007 to an estimated $2.5 trillion last year. 

The Pension Benefit Guaranty Corporation. This federal agency, responsible for 
guaranteeing the pension benefits of failing corporate sponsors is itself faltering, 
with a $14 billion deficit in December 2007. Yet early in 2008 — just before the worst 
of the stock market’s collapse — the agency made the odd decision to raise its alloca- 
tion to diversified equity investments to 45 percent of its assets, and add another 
10 percent to “alternative investments,” including real estate and private equity, es- 
sentially doubling the PBGC’s equity participation at what turned out to be the 
worst possible moment. 

Defined Contribution Plans. DC plans are gradually replacing DB plans, a mas- 
sive transfer from business enterprises to their employees of both investment risk 
(and return) and the longevity risk of retirement funding. While DC plans have 
been available to provide the benefits of tax-deferral for retirement savings for well 
over a half-century,^ it has only been with the rise of employer thrift plans such 
as 401(k)s and 403(b)s, beginning in 1978, that they have been widely used to accu- 
mulate retirement savings. The growth in DC plans has been remarkable. Assets 
totaled $500 billion in 1985; $1 trillion in 1991; $4.5 trillion in 2007. With the mar- 
ket crash, assets are now estimated at $3.5 trillion. The 401(k) and 403(b) plans 
dominate this total, with respective shares of 67 percent and 16 percent or 83 per- 
cent of the DC total. 

Individual Retirement Accounts. IRA assets presently total about $3.2 trillion, 
down from $4.7 trillion in 2007. Mutual funds (now some $1.5 trillion) continue to 
represent the largest single portion of these investments. Yet with some 47 million 
households participating in IRAs, the median balance is but $55,000, which at, say, 
a 4 percent average income yield, would provide but $2,200 per year in retirement 
income per household, a nice but far from adequate, increment. 

Focusing on 401(k) Retirement Plans 

Defined contribution pension plans, as noted above, have gradually come to domi- 
nate the private retirement savings market, and that domination seems certain to 


^ I have been investing 15 percent of my annual compensation in the DC plan of the company 
(and its predecessor) that has employed me since July 1951, when I first entered the work force. 
I can therefore give my personal assurance that tax-deferred defined contribution pension plans, 
added to regularly, reasonably allocated among stocks and bonds, highly diversified, and man- 
aged at low cost, compounded over a long period, are capable of providing wealth accumulations 
that are little short of miraculous. 
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increase. Further, there is some evidence that DC plans are poised to become a 
growing factor in the public plan market. (The federal employees’ Thrift Savings 
Plan, with assets of about $180 billion, has operated as a defined contribution plan 
since its inception in 1986.) Even as 401(k) plans have come to dominate the DC 
market, so mutual fund shares have come to dominate the 401(k) market. Assets 
of mutual funds in DC plans have grown from a mere $35 billion in 1990 (9 percent 
of the total) to an estimated $1.8 trillion in 2008 (51 percent). 

Given the plight in which our defined benefit plans find themselves, and the large 
(and, to some degree, unpredictable) bite that funding costs take out of corporate 
earnings, it is small wonder that what began as a gradual shift became a massive 
movement to defined contribution plans. (Think of General Motors, for example, as 
a huge pension plan now with perhaps $75 billion of assets — and likely even larger 
liabilities — surrounded by a far smaller automobile business, operated by a company 
with a current stock market capitalization of just $1.3 billion.) 

I would argue the shift from DB plans to DC plans is not only an inevitable move, 
but a move in the right direction in providing worker retirement security. In this 
era of global competition, U.S. corporations must compete with non-U.S. corpora- 
tions with far lower labor costs. So this massive transfer of the two great risks of 
retirement plan savings — investment risk and longevity risk — from corporate bal- 
ance sheets to individual households will relieve pressure on corporate earnings, 
even as it will require our families to take responsibility for their own retirement 
savings. A further benefit is that investments in DC plans can be tailored to the 
specific individual requirements of each family — reflecting its prospective wealth, its 
risk tolerance, the age of its bread-winner(s), and its other assets (including Social 
Security). DB plans, on the other hand, are inevitably focused on the average demo- 
graphics and salaries of the firm’s work force in the aggregate. 

The 401(k) plan, then, is an idea whose time has come. That’s the good news. 
We’re moving our retirement savings system to a new paradigm, one that will ulti- 
mately efficiently serve both our nation’s employers — corporations and governments 
alike — and our nation’s families. Now for the bad news: our existing DC system is 
failing investors. Despite its worthy objectives, the deeply flawed implementation of 
DC plans has subtracted — and subtracted substantially — from the inherent value of 
this new system. Given the responsibility to look after their own investments, par- 
ticipants have acted contrary to their own best interests. Let’s think about what has 
gone wrong.’' 

A Deeply Flawed System 

I now present my analysis of the major flaws that continue to exist in our 401(k) 
system. We need radical reforms to mitigate these flaws, in order to give employees 
the fair shake that must be the goal if we are to serve the national public interest 
and the interest of investors. 

• Inadequate savings — The modest median balances so far accumulated in 401(k) 
plans make their promise a mere shadow of reality. At the end of 2008, the median 
401(k) balance is estimated at just $15,000 per participant. Indeed, even projecting 
this balance for a middle-aged employee with future growth engendered over the 
passage of time by assumed higher salaries and real investment returns, that figure 
might rise to some $300,000 at retirement age (if the assumptions are correct). 
While that hypothetical accumulation may look substantial, however, it would be 
adequate to replace less than 30 percent of pre-retirement income, a help but hardly 
a panacea. (The target suggested by most analysts is around 70 percent, including 
Social Security.) Part of the reason for today’s modest accumulations are the inad- 
equate participant and corporate contributions made to the plans. Typically, the 
combined contribution comes to less than 10 percent of compensation, while most 
experts consider 15 percent of compensation as the appropriate target. Over a work- 
ing lifetime of, say, 40 years, an average employee, contributing 15 percent of sal- 
ary, receiving periodic raises, and earning a real market return of 5 percent per 
year, would accumulate $630,000. An employee contributing 10 percent would accu- 
mulate just $420,000. If those assumptions are realized, this would represent a 
handsome accumulation, but substantial obstacles — especially the flexibility given to 
participants to withdraw capital, as described below — are likely to preclude their 
achievement. 

• Excess flexibility. 401(k) plans, designed to fund retirement income, are too 
often used for purposes that subtract directly from that goal. One such subtraction 
arises from the ability of employees to borrow from their plans, and nearly 20 per- 
cent of participants do exactly that. Even when — and if — these loans are repaid, in- 


I recognize that the Pension Protection Act of 2006 provided important improvements to the 
original 401(k) paradigm, as described in Appendix A, attached. 
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vestment returns (assuming that they are positive over time) would be reduced dur- 
ing the time that the loans are outstanding, a dead-weight loss in the substantial 
savings that might otherwise have been accumulated at retirement. 

Even worse is the dead-weight loss — in this case, largely permanent — engendered 
when participants “cash out” their 401(k) plans when they change jobs. The evi- 
dence suggests that 60 percent of all participants in DC plans who move from one 
job to another cash out at least a portion of their plan assets, using that money for 
purposes other than retirement savings. To understand the baneful effect of bor- 
rowings and cash-outs, just imagine in what shape our beleaguered Social Security 
System would find itself if the contributions of workers and their companies were 
reduced by borrowings and cash outs, flowing into current consumption rather than 
into future retirement pay. It is not a pretty picture to contemplate. 

• Inappropriate Asset Allocation. One reason that 401(k) investors have accumu- 
lated such disappointing balances is due to unfortunate decisions in the allocation 
of assets between stocks and bonds.® While virtually all investment experts rec- 
ommend a large allocation to stocks for young investors and an increasing bond allo- 
cation as participants draw closer to retirement, a large segment of 401(k) partici- 
pants fails to heed that advice. 

Nearly 20 percent of 401(k) investors in their 20s own zero equities in their retire- 
ment plan, holding, instead, outsized allocations of money market and stable value 
funds, options which are unlikely to keep pace with inflation as the years go by. 
On the other end of the spectrum, more than 30 percent of 401(k) investors in their 
60s have more than 80 percent of their assets in equity funds. Such an aggressive 
allocation likely resulted in a decline of 30 percent or more in their 401(k) balances 
during the present bear market, imperiling their retirement funds precisely when 
the members of this age group are preparing to draw upon it. 

Company stock is another source of unwise asset allocation decisions, as many in- 
vestors fail to observe the time-honored principle of diversification. In plans in 
which company stock is an investment option, the average participant invests more 
than 20 percent of his or her account balance in company stock, an unacceptable 
concentration of risk. 

• Excessive Costs. As noted earlier, excessive investment costs are the principal 
cause of the inadequate long-term returns earned by both stock funds and bond 
funds. The average equity fund carries an annual expense ratio of about 1.3 percent 
per year, or about 0.80 percent when weighted by fund assets. But that is only part 
of the cost. Mutual funds also incur substantial transaction costs, reflecting the 
rapid turnover of their investment portfolios. Last year, the average actively man- 
aged fund had a turnover rate of an astonishing 96 percent. Even if weighted by 
asset size, the turnover rate is still a shocking — if slightly less shocking — 65 per- 
cent. Admittedly, the costs of this portfolio turnover cannot be measured with preci- 
sion. But it is reasonable to assume that trading activity by funds adds costs of 0.5 
percent to 1.0 percent to the expense ratio. So the all-in-costs of fund investing (ex- 
cluding sales loads, which are generally waived for large retirement accounts) can 
run from, say 1.5 percent to 2.3 percent per year. (By contrast, low-cost market 
index funds — which I’ll discuss later — have expense ratios as low as 0.10 percent, 
with transaction costs that are close to zero.) 

In investing, costs truly matter, and they matter even more when related to real 
(after inflation) returns. If the future real investment return on a balanced retire- 
ment account were, say, 4 percent per year (5 percent nominal return for bonds, 8 
percent for stocks, less 2.5 percent inflation), an annual cost of 2.0 percent would 
consume fully 50 percent of that annual return. Even worse, over an investment 
lifetime of, say, 50 years, those same costs would consume nearly 75 percent of the 
potential wealth accumulation. It is an ugly picture. 

Given the centrality of low costs to the accumulation of adequate retirement sav- 
ings, then, costs must be disclosed to participants. But the disclosure must include 
the all-in costs of investing, not merely the expense ratios. (I confess to being skep- 
tical about applying cost-accounting processes to the allocation of fund expenses 
among investment costs, administrative costs, marketing costs, and record-keeping 
costs. What’s important to plan participants is the amount of total costs incurred, 
not the allocation of those costs among the various functions as determined by ac- 
countants and fund managers who have vested interests in the outcome.) 

• Failure to deal with longevity risk. Even as most 401(k) plan participants have 
failed to deal adequately with investment risk, so they (and their employers and the 
fund sponsors) have also failed to deal adequately with longevity risk. It must be 


® These data are derived from a Research Perspective dated December 2008, published by the 
Investment Company Institute, the association that represents mutual fund management com- 
panies, collecting data, providing research, and engaging in lobbying activities. 
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obvious that at some point in an investment lifetime, most plan participants would 
be well-served by having at least some portion of their retirement savings provide 
income that they cannot outlive. But despite the fact that the 401(k) plan has now 
been around for three full decades, systematic approaches to annuitizing payments 
are rare and often too complex to implement. Further, nearly all annuities carry 
grossly excessive expenses, often because of high selling and marketing costs. Truly 
low-cost annuities remain conspicuous by their absence from DC retirement plan 
choices. (TIAA-CREF, operating at rock-bottom cost and providing ease and flexi- 
bility for clients using its annuity program, has done a good job in resolving both 
the complexity issue and the cost issue.) 

The New Defined Contribution Plans 

Given the widespread failures in the existing DC plan structure, and in 401(k) 
plans in particular, it is time for reform, reform that serves, not fund managers and 
our greedy financial system, but plan participants and their beneficiaries. We ought 
to carefully consider changes that move us to a retirement plan system that is sim- 
pler, more rational and less expensive, one that will be increasingly and inevitably 
focused on DC plans. Our Social Security System and, at least for a while, our state 
and local government systems would continue to provide the DB backup as a “safety 
net” for all participating U.S. citizens: 

1. Simplify the DC system. Offer a single DC plan for teix-deferred retirement sav- 
ings available to all of our citizens (with a maximum annual contribution limit), con- 
solidating today’s complex amalgam of traditional DC plans, IRAs, Roth IRAs, 
401(k) plans, 403(b) plans, the federal Thrift Savings Plan. I envision the creation 
of an independent Federal Retirement Board to oversee both the employer-sponsors 
and the plan providers, assuring that the interests of plan participants are the first 
priority. This new system would remain in the private sector (as today), with asset 
managers and recordkeepers competing in costs and in services. (But such a board 
might also create a public sector DC plan for wage-earners who were unable to 
enter the private system or whose initial assets were too modest to be acceptable 
in that system.) 

2. Get Real About Stock Market Return and Risk. Financial markets, it hardly 
need be said today, can be volatile and unpredictable. But common stocks remain 
a perfectly viable — and necessary — investment option for long-term retirement sav- 
ings. Yet stock returns have been oversold by Wall Street’s salesmen and by the mu- 
tual fund industry’s giant marketing apparatus. In their own financial interests, 
they ignored the fact that the great bull market we enjoyed during the final 25 
years of the 20th century was in large part an illusion, creating what I call “phan- 
tom returns” that would not recur. Think about it: From 1926 to 1974, the average 
annual real (inflation-adjusted) return on stocks was 6.1 percent. But during the fol- 
lowing quarter-century, stock returns soared, an explosion borne, not of the return 
provided by corporations in the form of dividend yields and earnings growth, but 
of soaring price-to-earnings ratios, what I define as speculative return. 

This higher market valuation reflected investor enthusiasm (and greed), and pro- 
duced an extra speculative return of 5.7 percent annually, spread over 20 full years, 
an event without precedent. This speculative return almost doubled the market’s in- 
vestment return (created by dividend yields and earnings growth), bringing the mar- 
ket’s total real return to nearly 12 percent per year. From these speculative heights, 
the market had little recourse but to return to normalcy, by providing far lower re- 
turns in subsequent years. And in fact, the real return on stocks since the turn of 
the century in 1999 has been minus 7 percent per year, composed of a negative in- 
vestment return of -1 percent and a negative speculative return of another -6 per- 
cent, as price-earnings multiples retreated to (or below) historical norms. 

The message here is that investors in their ignorance, and financial sector mar- 
keters with their heavy incentives to sell, well, “products,” failed to make the nec- 
essary distinction between the returns earned by business (earnings and dividends) 
and the returns earned by, well, irrational exuberance and greed. Today, we realize 
that much of the value and wealth we saw reflected on our quarterly 401(k) state- 
ments was indeed phantom wealth. But as yesteryear’s stewards of our investment 
management firms became modern-day salesmen of investment products, they had 
every incentive to disregard the fact that this wealth could not be sustained. Our 
marketers (and our investors) failed to recognize that only the fundamental (invest- 
ment) returns apply as time goes by. As a result, we misled ourselves about the re- 
alities that lay ahead, to say nothing of the risks associated with equity investing. 

3. Owning the Stock Market — and the Bond Market. Investors seem to largely ig- 
nore the close link between lower costs and higher returns — what I call (after Jus- 
tice Brandeis) “The Relentless Rules of Humble Arithmetic.” Plan participants and 
employers also ignore this essential truism: As a group, we investors are all 
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“indexers.” That is, all of the equity owners of U.S. stocks together own the entire 
U.S. stock market. So our collective gross return inevitably equals the return of the 
stock market itself. 

And because providers of financial services are largely smart, ambitious, aggres- 
sive, innovative, entrepreneurial, and, at least to some extent, greedy, it is in their 
own financial interest to have plan sponsors and participants ignore that reality. 
Our financial system pits one investor against another, buyer vs. seller. Each time 
a share of stock changes hands (and today’s daily volume totals some 10 billion 
shares), one investor is (relatively) enriched; the investor on the other side of the 
trade is (relatively) impoverished. 

But, as noted earlier, this is no zero-sum game. The financial system — the trad- 
ers, the brokers, the investment bankers, the money managers, the middlemen, 
“Wall Street,” as it were — takes a cut of all this frenzied activity, leaving investors 
as a group inevitably playing a loser’s game. As bets are exchanged back and forth, 
our attempts to beat the market, and the attempts of our institutional money man- 
agers to do so, then, enrich only the croupiers, a clear analogy to our racetracks, 
our gambling casinos, and our state lotteries. 

So, if we want to encourage and meiximize the retirement savings of our citizens, 
we must drive the money changers — or at least most of them — out of the temples 
of finance. If we investors collectively own the markets, but individually compete to 
beat our fellow market participants, we lose. But if we abandon our inevitably futile 
attempts to obtain an edge over other market participants and all simply hold our 
share of the market portfolio, we win. (Please re-read those two sentences!) Truth 
told, it is as simple as that. So our Federal Retirement Board should not only foster 
the use of broad-market index funds in the new DC system (and offer them in its 
own “fall back” system described earlier) but approve only private providers who 
offer their index funds at minimum costs. 

4. Asset Allocation — Balancing Risk and Return. The balancing of returns and 
risk is the quintessential task of intelligent investing, and that task too would be 
the province of the Federal Retirement Board. If the wisest, most experienced minds 
in our investment community and our academic community believe — as they do — 
that the need for risk aversion increases with age; that market timing is a fool’s 
game (and is obviously not possible for investors as a group); and that predicting 
stock market returns has a very high margin for error, then something akin to 
roughly matching the bond index fund percentage with each participant’s age with 
the remainder committed to the stock index fund, is the strategy that most likely 
to serve most plan participants with the most effectiveness. Under extenuating — 
and very limited — circumstances participants could have the ability to opt-out of 
that allocation. 

This allocation pattern is clearly accepted by most fund industry marketers, in the 
choice of the bond/stock allocations of their increasingly popular “target retirement 
funds.” However, too many of these fund sponsors apparently have found it a com- 
petitive necessity to hold stock positions that are significantly higher than the pure 
age-based equivalents described earlier. I don’t believe competitive pressure should 
be allowed to establish the allocation standard, and would leave those decisions to 
the new Federal Retirement Board. 

I also don’t believe that past returns on stocks that include, from time to time, 
substantial phantom returns — borne of swings from fear to greed to hope, back and 
forth — are a sound basis for establishing appropriate asset allocations for plan par- 
ticipants. Our market strategists, in my view, too often deceive themselves by their 
slavish reliance on past returns, rather than focusing on what returns may lie 
ahead, based on the projected discounted future cash flows that, however far from 
certainty, represent the intrinsic values of U.S. business in the aggregate. 

Once we spread the risk of investing — and eliminate the risk of picking individual 
stocks, of picking market sectors, of picking money managers, leaving only market 
risk, which cannot be avoided — to investors as a group, we’ve accomplished the in- 
evitably worthwhile goal: a financial system that is based on the wisdom of long- 
term investing, eschewing the fallacy of the short-term speculation that is so deeply 
entrenched in our markets today. Such a strategy effectively guarantees that all DC 
plan participants will garner their fair share of whatever returns our stock and 
bond markets are generous enough to bestow on us (or, for that matter, mean-spir- 
ited enough to inflict on us). Compared to today’s loser’s game, that would be a sig- 
nal accomplishment. 

Under the present system, some of us will outlive our retirement savings and de- 
pend on our families. Others will go to their rewards with large savings barely yet 
tapped, benefiting their heirs. But like investment risk, longevity risk can be pooled. 
So as the years left to accumulate assets dwindle down, and as the years of living 
on the returns from those assets begin, we need to institutionalize, as it were, a 
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planned program of conversion of our retirement plan assets into annuities. This 
could be a gradual process; it could be applied only to plan participants with assets 
above a certain level; and it could be accomplished by the availability of annuities 
created by private enterprise and offered at minimum cost, again with providers 
overseen by the proposed Federal Retirement Board (just as the federal Thrift Sav- 
ings Plan has its own board and management, and operates as a private enterprise). 

5. Mutuality, Investment Risk, and Longevity Risk. The pooling of the savings of 
retirement plan investors in this new DC environment is the only way to maximize 
the returns of these investors as a group. A widely diversified, all-market strategy, 
a rational (if inevitably imperfect) asset allocation, and low costs, delivered by a pri- 
vate system in which investors automatically and regularly save from their own in- 
comes, aided where possible by matching contributions of their employers, and prov- 
ing an annuity-like mechanism to minimize longevity risks is the optimal system 
to assure maximum retirement plan security for our nation’s families. 

There remains the task of bypassing Wall Street’s croupiers, an essential part of 
the necessary reform. Surely our Federal Retirement Board would want to evaluate 
the possible need for the providers of DC retirement plan service to be mutual in 
structure; that is, management companies that are owned by their fund share- 
holders, and operated on an “at-cost” Basis; and annuity providers that are similarly 
structured. The arithmetic is there, and the sole mutual fund firm that is organized 
under such a mutual structure has performed with remarkable effectiveness.® 

Of course that’s my view! But this critical analysis of the structure of the mutual 
fund industry is not mine alone. Listen to Warren Buffett. “[Mutual fund] inde- 
pendent directors * * * [have] been absolutely pathetic * * * [They follow] a zom- 
bie-like process that makes a mockery of stewardship * * * ‘[I]independent’ direc- 
tors, over more than six decades, have failed miserably.” Then, hear this from an- 
other investor, one who has not only produced one of the most impressive invest- 
ment records of the modern era but who has an impeccable reputation for character 
and intellectual integrity, David F. Swensen, Chief Investment Officer of Yale Uni- 
versity: “The fundamental market failure in the mutual fund industry involves the 
interaction between sophisticated, profit-seeking providers of financial services and 
naive, return-seeking consumers of investment products. The drive for profits by 
Wall Street and the mutual fund industry overwhelms the concept of fiduciary re- 
sponsibility, leading to an all too predictable outcome: * * * the powerful financial 
services industry exploits vulnerable individual investors * * * The ownership 
structure of a fund management company plays a role in determining the likelihood 
of investor success. Mutual fund investors face the greatest challenge with invest- 
ment management companies that provide returns to public shareholders or that 
funnel profits to a corporate parent — situations that place the conflict between profit 
generation and fiduciary responsibility in high relief. When a fund’s management 
subsidiary reports to a multi-line financial services company, the scope for abuse of 
investor capital broadens dramatically * * * Investors fare best with funds man- 
aged by not-for-profit organizations, because the management firm focuses exclu- 
sively on serving investor interests. No profit motive conflicts with the manager’s 
fiduciary responsibility. No profit margin interferes with investor returns. No out- 
side corporate interest clashes with portfolio management choices. Not-for-profit 
firms place investor interests front and center * * * ultimately, a passive index 
fund managed by a not-for-profit investment management organization represents 
the combination most likely to satisfy investor aspirations.” 

'What Would An Ideal Retirement Plan System Look Like? 

It is easy to summarize the ideal system for retirement savings that I’ve outlined 
in this Statement. 

1. Social Security would remain in its present form, offering basic retirement se- 
curity for our citizens at minimum investment risk. (However, policymakers must 
promptly deal with its longer-run deficits.) 

2. For those who have the financial ability to save for retirement, there would be 
a single DC structure, dominated by low-cost — even mutual — providers, inevitably 
focused on all-market index funds investing for the long term, and overseen by a 
newly-created Federal Retirement Board that would establish sound principles of 


®rm only slightly embarrassed to be referring here to Vanguard, the firm I founded 35 years 
ago. (My modest annual retainer is unrelated to our asset size or growth.) Even a glance at Van- 
guard’s leadership in providing superior investment returns, in operating by far at the lowest 
costs in the field, in earning shareholder confidence, and in developing returns and positive cash 
flows into our mutual funds (even in the face of huge outflows from our rivals during 2008) sug- 
gests that such a structure has well-served its shareholders. 
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asset allocation and diversification in order to assure appropriate investment risk 
for each participant. 

3. Longevity risk would be mitigated by creating simple low-cost annuities as a 
mandatory offering in these plans, with some portion of each participant’s balance 
going into this option upon retirement. (Participants should have the ability to opt- 
out of this alternative.) 

4. We should extend the existing ERISA requirement that plan sponsors meet a 
standard of fiduciary duty to encompass plan providers as well. (In fact, I believe 
that a federal standard of fiduciary duty for all money managers should also be en- 
acted.) 

It may not be — indeed, it is not — a system free of flaws. But it is a radical im- 
provement, borne of common sense and elemental arithmetic, over the present sys- 
tem, which is driven by the interest of Wall Street rather than Main Street. And, 
with the independent Federal Retirement Board, we have the means to correct flaws 
that may develop over time, and assure that the interests of workers and their re- 
tirement security remain paramount. 


Chairman Miller. Mr. Baker. Dr. Baker. 

STATEMENT OF DEAN BAKER, CO-DIRECTOR, CENTER FOR 
ECONOMIC AND POLICY RESEARCH 

Mr. Baker. Thank you very much, Mr. Chairman, for inviting me 
to speak here today. I will say a few points of emphasizing some 
of the problems, which I think are all too apparent in the current 
system, and also try to throw out some quick thoughts on potential 
solutions. 

First point, in terms of basic problems, I mean, we all know we 
have just seen a massive collapse of the stock market. And we are 
facing with a situation wherein so far as people had retirement ac- 
counts, and here I am thinking of the baby boom generation, the 
77 million baby boomers on the edge of retirement, they are over- 
whelmingly in the form of defined contribution accounts. Defined 
benefits accounts, whether we like them or not, are rapidly dis- 
appearing and certainly going to disappear more quickly in the 
near future as more and more companies freeze their accounts or 
end them all together. 

So we are looking at a situation where, if people had accounts, 
they had defined contribution accounts of course. And we all know 
that those have taken a very large hit. Now, on top of that, one 
of the points that I want to emphasize in my testimony is that the 
main source of wealth for most baby boomers approaching retire- 
ment is housing. And that also has taken a very large hit. And I 
think many people failed to fully appreciate the impact that this 
is likely to have on the retirement of middle-income baby boomers. 

I know that there were a number of surveys that have looked at 
baby boomers’ intentions to use the equity in their home for retire- 
ment. And I know that most of the surveys show that most don’t 
intend to do that. I would argue that, in spite of their intentions, 
I think realistically the vast majority of retirees and certainly baby 
boomer retirees will be, at least in part, dependent on the wealth 
in their home for their retirement. And there are three reasons for 
that. 

One is that if you have a paid-off mortgage, obviously you are 
much better situated in retirement, than if you have to continue to 
make payments on your mortgage long into your retirement. Sec- 
ondly, many retirees do anticipate moving. And it makes a very big 
difference if you leave your house and have a large amount of eq- 
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uity to use as a down payment or possibly even purchase outright 
the home that you expect to live in during your retirement years. 

The third reason is simply that this is fail-back money in the 
event of emergency, in the event of an unexpected medical condi- 
tion or other emergency that requires money. If you have no equity 
in your home, then you obviously have much less fall-back money. 

Now, we recently analyzed the Federal Reserve for its survey of 
consumer finance. I have to confess, we didn’t get the most recent 
data that just came out last week. We will have that shortly. But 
we are working off the 2004 data. And we just made some crude 
estimate of what baby boomers can anticipate having in retirement 
based on the recent declines in the stock market and in housing 
prices. 

And our calculations show that, for younger baby boomers, those 
between the ages of 45 to 54, their total wealth, including equity 
in their home, all wealth apart from defined benefit retirement ac- 
counts, has fallen from $150,000 in 2004, which was none too gen- 
erous, to just $82,000 in 2009. And just to put that $82,000 in con- 
text, this is median household, that would purchase less than half 
of the median house. 

So we are looking at a situation where half of the baby boomers, 
half of the younger baby boomers, if they took all their wealth, 
would be able to purchase less than half the median house. Alter- 
natively, if we converted that into annuities, so they were age 65, 
that would get you an annuity of about $6,000 a year, $500 per 
month. That would not go very far in retirement, again assuming 
that you have no equity in your home in that scenario. 

If we looked at older baby boomers, those between 55 and 64, the 
situation is almost as bad. We have projected their wealth. Total 
wealth would be $142,700. That is a decline of 38 percent from 
where it stood in 2004. That would be sufficient for 80 percent of 
the purchase price of the median home. Again if you took all your 
wealth and used nothing on anything else, you would be able to 
purchase 80 percent of the median home. 

Alternatively, the annuity you can get for that would be about 
$10,000 a year, or perhaps a little more than $800 a month. And 
again, that is assuming that you have no equity in your home. 

I think, long and short, people were taking much, much greater 
risk than they realized, not only with the money that they had in 
the defined contribution 401(k)-type plan, but also in their home, 
which they were led to believe as a safe asset. 

Now, just very quick points, because I realize I don’t have very 
much times. First, and I realize this isn’t necessarily the purview 
of this committee, but I think a point that we can’t emphasize 
enough. The Federal Reserve Board must take seriously its respon- 
sibility to combat asset bubbles. 

I know the Federal Reserve Board, under Chairman Greenspan, 
did not feel that was part of their responsibility. I think there is 
absolutely nothing more important that the Federal Reserve Board 
could do than to combat asset bubbles. And I think the current sit- 
uation demonstrates that clearly. They gambled with the wealth of 
the country’s homeowners. And we all lost very badly. 

Secondly in this context, I think it is very important for the Con- 
gress and president to re-affirm the commitment to Social Security 
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and Medicare. The baby boomer generation that are retired or near 
retirement have just lost on the order of $15 trillion in wealth be- 
tween their houses and their stock. And we have to assure these 
people that the one thing they could count on will still be their So- 
cial Security and Medicare. 

The last point, we obviously need to do more in terms of retire- 
ment accounts. I will just say two very quick things about this. 
There have been efforts to set up state accounts that would be 
great experiments, California being the most important; Wash- 
ington State also very close to setting up state-managed system ac- 
counts. These have had bipartisan support. Certainly Governor 
Schwarzenegger in California has been a big supporter of this. 

With a little assistance from Congress, I think those plans can 
make progress. They would be good models, good experiments, for 
Congress to look at. 

Last point is that, given the risk that people have taken, and 
that I think many were not willing to take, not anxious to take, I 
think the opportunity to look at some sort of defined benefit that 
the government can guarantee, a modest amount, say $1,000, per 
worker per year. I think that would be a very ripe opportunity that 
could offer a great deal security to the nation’s workers at really 
no cost to the government. 

So I realize we have lots of very big problems on our hands. I 
appreciate the committee’s interest in this. And I hope we can 
make progress on that. Thank you for hearing me. 

[The statement of Mr. Baker follows:] 

Prepared Statement of Dean Baker, Co-director, Center for Economic and 

Policy Research 

Thank you, Chairman Miller for inviting me to share my views on the problems 
of the current system of retirement income, and ways to improve it, with the com- 
mittee. My name is Dean Baker and I am the co-director of the Center for Economic 
and Policy Research (CEPR). I am an economist and I have been writing about 
issues related to retirement security since 1992. 

My testimony will have three parts. The first part, which will be the bulk of the 
testimony, will explain how the current crisis has jeopardized the retirement secu- 
rity of tens of millions of workers. The second part will briefly reference some of 
the longstanding inadequacies of our system retirement income, reminding members 
of problems with which they are already quite familiar. The third part will outline 
some principles that may guide the committee in constructing legislation to improve 
retirement security. 

How the Current Crisis has Jeapordized Retirement Security 

The collapse of the housing bubble, coupled with the plunge in the stock market, 
has exposed the gross inadequacy of our system of retirement income. CEPR’s anal- 
ysis of data from the Federal Reserve Board’s 2004 Survey of Consumer Finance 
(SCF), indicates that the median household with a person between the ages of 45 
to 54, saw their net worth fall by more than 45 percent between 2004 and 2009, 
from $150,500 in 2004, to just $82,200 in 2009 (all amounts are in 2009 dollars). ^ 

This figure, which includes home equity, is not even sufficient to cover half of the 
value of the median house in the United States. In other words, if the median late 
baby boomer household took all of the wealth they had accumulated during their 
lifetime, they would still owe more than half of the price of a typical house in a 
mortgage and have no other asset whatsoever.^ 

The situation for older baby boomers is similar. The median household between 
the ages of 55 and 64 saw their wealth fall by almost 38 percent from $229,600 in 


^We used the 2004 SCF, because the micro data from the 2007 is not yet available. This anal- 
ysis, by my colleague David Rosnick and myself, will soon be available on the website of the 
Center for Economic and Policy Research, www.cepr.net. 

^ These calculations exclude wealth in defined benefit pensions. 
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2004 to $142,700 in 2009. This net worth would be sufficient to allow these house- 
holds, who are at the peak ages for wealth accumulation, to cover approximately 80 
percent of the cost of the median home, if they had no other asset. 

Even prior to the recent downturn, the baby boom cohorts were not well prepared 
for retirement. Most members of these cohorts had been able to save far too little 
to maintain their standard of living in retirement. They would have found it nec- 
essary to work much later into their lives than they had planned, or to accept sharp 
reductions in living standards upon reaching retirement. 

The situation of the baby boomers has been made much worse by the economic 
and financial collapse of the last two years. Ironically, the sharpest decline in 
wealth took place in an asset that many were led to believe was completely safe, 
their house. Real house prices have fallen by more than 30 percent from their peak 
in 2006 and will almost certainly fall at least another 10-15 percent before hitting 
bottom.3 

The plunge in house prices has been especially devastating both because it was 
by far the largest source of wealth for most baby boomers, and also because the high 
leverage in housing. The fact that housing is highly leveraged is of course a huge 
advantage to homeowners in times when prices are rising. If a homeowner can buy 
a $200,000 house with a 20 percent down payment, and the house subsequently in- 
creases 50 percent in value, the homeowner gets a very high return, earning 
$100,000 on a down payment of just $40,000. 

However, leverage also poses enormous risks. In this case, if the home price falls 
by 20 percent, then the homeowner has lost 100 percent of her equity. This is ex- 
actly the sort of situation confronting tens of millions of baby boomers at the edge 
of retirement. They just witnessed the destruction of most or all of the equity in 
their home. Our analysis of the SCF indicates that almost one fourth of late baby 
boomers who own homes have so little equity that they will need to bring cash to 
settle their mortgage at their closing. In a somewhat more pessimistic scenario, al- 
most 40 percent of the home owning households in this cohort will need to bring 
cash to a closing. 

The collapse in the housing equity of the baby boom cohort in the last two years 
will have enormous implications for their well-being in retirement. Instead of having 
a home largely paid off by the time they reach their retirement years, many baby 
boomers will be in the same situation as first time home buyers, looking at large 
mortgages requiring decades to pay down. Furthermore, the loss of equity in their 
current homes will make it far more difficult for baby boomers to move into homes 
that may be more suitable for their needs in retirement. Millions of middle class 
baby boomers will find it difficult to raise the money needed to make a down pay- 
ment on a new home. 

While the focus of pension and retirement policy has usually been pensions and 
Social Security, it is important to recognize the role of housing wealth for two rea- 
son. First, the massive loss of housing wealth due to the collapse of the housing bub- 
ble is likely to be a factor that has an enduring impact on the living standards of 
the baby boom cohorts in their retirement years. 

The other reason why Congress should recognize the importance of housing 
wealth is that this pillar of retirement income is not as secure as it has often been 
treated. In other words, the risks associated with housing wealth have generally not 
been fully considered in evaluating the security of retirement income. While it is 
reasonable to hope that the economy will not see the same sort of nationwide hous- 
ing bubble for many decades into the future, if ever, there will nonetheless be a sub- 
stantial element of risk associated with homeownership, since there will always be 
substantial fluctuations in local housing markets. This means that workers who 
have much of their wealth in their home already face substantial risks to their re- 
tirement income even before considering their financial investments. 

Here also the baby boom cohort has received a very unpleasant surprise in the 
last two years as stock market has plunged by more than 40 percent from its peak 
in November of 2007.“^ While the data does not yet allow us to determine exactly 
how badly the baby boom cohorts have been hit by this decline, it is virtually certain 
that they felt the biggest impact, simply because they had the most wealth to lose. 


^This is based on data from the Case-Shiller 20 City index. The peak level was reached in 
May of 2006. Most data is from November of 2008. These data are based on sales prices, which 
means that they reflect contracts that were typically signed 6 to 8 weeks earlier. This means 
that the most recent data is close to 5 months out of date at present. With prices in the index 
falling at a rate of more than 2 percent monthly, house prices may already be close to 10 percent 
lower than the level indicated in the November data. 

'^This refers to the decline as measured hy the S&P 500, which is a much broader measure 
than the Dow Jones Industrial Average. 
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The Fed’s data show that at the end of 2007, more than 70 percent of the assets 
in defined contribution pension plans were held either directly or indirectly in the 
stock market.® 

The baby boomers’ losses on their stockholdings will compound the losses incurred 
on their homes. Of course most baby boomers had managed to accumulate relatively 
little by way of stock wealth even prior to the market collapse of the last year and 
half. In 2004, the median household headed by someone between the ages of 55 to 
64 had accumulated less than $100,000 in financial assets of all forms, including 
holdings of stock and mutual funds. Median financial wealth for this age group had 
fallen to just over $60,000 in 2009 following the collapse of the stock market. The 
younger 45 to 54 cohort had median financial wealth of just $40,000 in 2004. This 
had fallen to less than $30,000 in 2009. 

To summarize, our system of retirement income security was completely unpre- 
pared for the sort of financial earthquake set in motion by the collapse the of the 
housing bubble and its secondary impact on the stock market. Older workers were 
already inadequately prepared for retirement even prior to these events. The events 
of the last two years now put most of the baby boom cohorts facing retirement with 
very little to depend on other than their Social Security and Medicare benefits. 

While a full picture of retirement income would also incorporate estimates of the 
income that these workers will receive from defined benefit pensions, the vast ma- 
jority of workers in these age cohorts will receive little or nothing from traditional 
defined benefit pension plans. Defined benefit plans have been rapidly declining in 
importance for the last quarter century. This pace of decline is increasing with the 
downturn as many companies that still have defined benefit plans lay off workers 
and others freeze benefit levels to conserve cash. 

Other Problems with the Defined Contribution Pension System 

The prior discussion highlights the problem of risk for which the current defined 
contribution system was completely inadequate. I will just briefly note some of the 
other problems that have been frequently raised in prior years. 

Inadequate coverage — In spite of efforts to simplify the process for employers, 
most businesses still do not offer workers the opportunity to contribute to a pension 
at their workplace. Almost half of private sector workers are not currently contrib- 
uting to a pension plan at their workplace. The primary reason that workers do not 
contribute because their employer does not offer the option. The Bureau of Labor 
Statistics reported a take up rate of 83 percent in their most recent survey.® 

The lack of coverage is overwhelmingly a small business issue. Two thirds of the 
workers employed in firms with more than 100 workers are contributing to a pen- 
sion. Just one-third of the workers in workers emplo 3 dng less than 50 workers are 
contributing to a pension. 

Lack of portability — In the modern economy, workers change jobs frequently ei- 
ther by choice or necessity. When workers leave a job with a pension, they generally 
cannot simply role over their accumulated funds into a plan operated by their new 
employer (if there is one). While recent legislation has sought to promote rollovers 
into IRAs, it is still too early to know how effective these rules will be. Until we 
have a fully portable pension system, changing jobs still provides an opportunity for 
leakage of funds from retirement accounts. 

High Fees — While some pension plans are very efficient, many plans charge an- 
nual fees in excess of 1.5 percentage points. These fees can substantially reduce re- 
tirement savings. For example, a 1.0 percentage point difference in fees can reduce 
retirement accumulations by almost 20 percent over a thirty five year period. Pri- 
vate insurance companies will charge between 10 percent and 20 percent of the 
value of an accumulation to convert it into an annuity. This further reduces work- 
ers’ retirement income. 

Principles for a New Pension System 

The events of the last two years have brought home the extent to which the cur- 
rent pension system exposes workers to risk both in the value of their pension and 
also their housing wealth. The federal government has the ability to shield workers 
from this risk, at very little cost to taxpayers. 

Before discussing principles for expanding retirement security, it is important to 
note the security that the government already does provide through Social Security 
and Medicare. With the collapse of retirement savings over the last two years, as 


®This is taken form the Flow of Funds Table, L.llSc, lines 12 plus 13, divided by line 1, avail- 
able at http:! / www.federalreserve.gov ! releases t zl / Current I zlr-6.pdf. 

® Bureau of Labor Statistics, “Employee Benefits in the United States, 2008,” available at 
http:! / www.bls.gov / news. release / pdf I ebs2.pdf 
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well as the plunge in housing equity, the hahy hoom cohorts will he hugely depend- 
ent on these two social welfare programs. It is therefore more essential than ever 
that Congress maintain the integrity of these programs and ensure that the hahy 
boom cohorts can at least count on the benefits that they have been promised. 

The main lesson of the last two years is that, in addition to the problems stem- 
ming from inadequate coverage and high costs, the current pension system subjects 
workers to far more risk than has been generally recognized. The government can 
solve all three problems by allowing workers the option to contribute to a govern- 
ment run pension system that would provide a modest guaranteed rate of return. 

The system would be a universal system like Social Security, however it would 
be voluntary. To try to maintain high rates of enrollment, there can be a default 
contribution from all workers of 3 percent, up to a modest level, such as $1,000 a 
year. Workers could be allowed to contribute some additional amount, for example 
an additional $1,000 per year, that would also earn them the same guaranteed rate 
of return. 

The system should also be structured to encourage workers to take their payouts 
in the form of annuities, except in the case of life threatening illness. For example, 
a nationwide system could easily offer free annuitization, while charging a modest 
penalty (e.g. 10 percent) to workers who take their money out of the account in a 
lump sum. 

Ideally, there would be tax subsidies for low and moderate income workers that 
would make it easier for them to put aside 3.0 percent, or more, of their wages. 
However, if budget limitations make subsidies impractical, there is no reason that 
Congress could not move ahead to establish a structure and consider adding sub- 
sidies at some future date. 

The guaranteed return should be set at a level that is consistent with a long-term 
average return on a conservatively invested portfolio. Such a guarantee should pose 
little new risk to the government. As recent events have shown, in extreme cases, 
the government will step in to protect savings, as it did when it opted to guarantee 
money market funds, even where it has no legal obligation to make such a commit- 
ment. Guaranteeing a modest rate of return over a long period of time should 
present very little additional risk to the government. 

The funds in this system would be kept strictly separate from the general budget. 
The investment would be carried through by a private contractor in a manner simi- 
lar to the way in which the Federal Employees Thrift Saving Plan current invests 
the savings of federal employees. 

Even a modest contribution could make a large difference in the retirement secu- 
rity of most workers. For example, at a 3 percent rate of return, a worker who saved 
$1,000 a year for 35 years would be able to get an annuity of $4,200 a year at age 
66. This would be 14 percent of the wage of a worker who earned $30,000 a year 
during their working lifetime. Such a sum would be a substantial supplement to 
their Social Security benefits. A contribution of $2,000 a year would be sufficient 
to provide an annuity that is almost equal to 30 percent of this worker’s earnings 
during their working career. 

The formulas for this sort of plan can be altered in any number of ways, but the 
point is that Congress can enormously increase the retirement security of tens of 
millions of workers simply by making a system with a defined rate of return avail- 
able to them. This could be done at no cost to the teixpayers. 

Conclusion 

The events of the last two years have shown how exposed workers’ retirement in- 
come is to market risk. The collapse of the housing bubble has called attention to 
the fact that the value of not only their pensions, but also their homes, fluctuate 
with the market, while their homes are an even more important asset for most 
workers. 

While fully restoring the lost wealth of the baby boom cohorts may not prove fea- 
sible, Congress can take effective steps to create a better retirement system for fu- 
ture generations. This can be done at no cost to teixpayers, simply by having the 
government assume market risk by averaging returns over time. There are no eco- 
nomic or administrative obstacles to going this route, it is simple a question of polit- 
ical will. 


Chairman Miller. Thank you. 
Dr. Munnell. 



24 


STATEMENT OF ALICIA MUNNELL, DIRECTOR, CENTER FOR 

RETIREMENT RESEARCH AT BOSTON COLLEGE AND PETER 

F. DRUCKER PROFESSOR OF MANAGEMENT SCIENCES 

Ms. Munnell. Chairman Miller, Ranking Member McKeon. 

Chairman Miller. I am not sure your microphone is 

Ms. Munnell. I appreciate the opportunity to testify today about 
what we have learned about 401(k) plans in the wake of the finan- 
cial crisis and to offer some ideas for strengthening our retirement 
security. As you indicated, I direct the Center for Retirement Re- 
search at Boston College. We look at Social Security, public and 
private pensions and also individual saving and work decisions. 

Even before the financial crisis, we were very concerned about 
the ability of 401(k) plans to serve as the sole supplement to Social 
Security. I am not here to beat up on 401(k) plans. They were just 
never intended to do this. They were meant to be supplementary 
plans on top of old-fashioned defined benefit plans. 

They left all the responsibility up to the individuals. All of us in- 
dividuals make terrible decisions. As a result, balances in these 
plans were very low. The 2007 Survey of Consumer Finances indi- 
cates, for people approaching retirement, the median balance was 
$60,000. That is before the crisis. 

The Pension Protection Act has made steps to make these plans 
work more effectively. But they are not a cure-all. And we haven’t 
even considered the drawdown aspects of these plans, which are 
going to be a huge challenge. 

Now comes along this huge financial tsunami. And we see that 
people are exposed to enormous investment risk also. These bal- 
ances in these accounts have declined sharply. If it was $60,000 be- 
fore the financial crisis, it is about $40,000 after. 

The financial crisis has also affected the real economy. We have 
lost about 3.7 million jobs. Unemployed people cannot contribute to 
their plans. And unemployed people also feel like they have to tap 
their plans to help them over really rough times. The hardship 
withdrawal rate has ticked up. It is still quite low. But my view 
is that, if this weak economy continues, you are going to see more 
and more people taking hardship withdrawals. 

The other thing we have seen is employers have cut back on 
their employer match. They are not doing this because they are 
evil. They have to make choices. And they are probably doing this 
instead of laying people off. But it does mean, if it persists for a 
long time, that people are going to have less in the way of retire- 
ment income going forward. 

The question is what to do with all this. And I think one point 
I would like to make is that working longer is going to have to be 
an important part of the solution. Even before the financial crisis, 
we argued that working longer was important. 

We have a declining retirement income system. And yet, we have 
people living longer. Working longer avoids the actuary reduction. 
Social Security, lets your assets accumulate, and shortens the pe- 
riod of which you have to retire. For older people who are caught 
in this financial crisis, in fact, that is all they can do. They really 
do not have time to save a lot more money. 

The final point is that working longer can’t solve the whole prob- 
lem. We need to shore up our retirement income system. And I 
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think that has two parts. One is restoring balance to Social Secu- 
rity. Social Security has really shined during this particular crisis. 
Those checks go out. They provide valuable money, modest bene- 
fits, but infiation index and go on for life. We need to make sure 
that those benefits are not cut back even further. 

There is no free lunch. We have to pay up if we are going to do 
that. But I think that is important. 

The other thing is I strongly believe that we need a new tier of 
retirement income between Social Security and 401(k) plans. I 
think this tier needs to provide benefits about equal to 20 percent 
of pre-retirement earnings. I think it needs to be on a funded basis 
in the private sector. It needs to avoid having people take money 
out while they are working. Benefits needs to be paid out as an an- 
nuity. 

It is complicated precisely how to design it, because of the trade- 
off between how much you put in and rate of return. So if you can 
get high rates of return, you have low contributions; high contribu- 
tions, low rate of return. So there is much work to be done there. 
Perhaps the best we can do is a model, something like the Federal 
Thrift Savings Plan. But it would be nice to think if we can do 
something more creative. 

The main message I want to leave with you is that we need more 
organized retirement savings. We have a declining Social Security 
system, even under current law, as the retirement age increases. 
And we have a very fragile system of 401(k) plans. And they are 
just together not going to be enough for future retirees. 

Thank you very much. 

[The statement of Ms. Munnell follows:] 
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Chairman Miller, Ranking Member McKeon, and members of the Committee, thank you 
for inviting me to testify this morning about the lessons we’ve learned about our current 
401(k) system in the wake of the financial crisis and ideas on how to strengthen our 
retirement security. 

My name is Alicia Munnell, and 1 am Director of the Center for Retirement Research at 
Boston College. The Center investigates anything that affects how much money people 
will have in retirement: we study public and private pensions, the Social Security system, 
and individual decisions about saving and work. 

Even before the financial crisis, we have been concerned about the ability of 401(k) 
plans to provide secure retirement income.' 

They were not designed for that role. When 401(k) plans came on the scene in the early 
1980s, they were viewed mainly as supplements to employer-funded pension and profit- 
sharing plans. Since 401(k) participants were presumed to have their basic retirement 
income security needs covered by an employer- funded plan and Social Security, they 
were given substantial discretion over 401(k) choices. 

Today most workers with pension coverage have a 401(k) as their primary or only plan 
(see Figure 1). Yet 40 l(k)s still operate under the old rules. Workers continue to have 
almost complete discretion over whether to participate, how much to contribute, how to 
invest, and how and when to withdraw the funds. Evidence indicates that people make 
mistakes at every step along the way. They don't join the plan, they don’t contribute 
enough; they don’t diversify their holdings; they over invest in company stock; they take 
out money when they switchjobs; and they don’t annuitize at retirement. 

Policymakers came to recognize the challenges inherent in 40 1 (k) plans - and building 
on studies by behavioral economists that demonstrated the major role that inertia plays in 
how workers participate and invest - enacted the Pension Protection Act of 2006 (PPA).^ 
The PPA encouraged automatic enrollment, fostered automatic increases in deferral rates, 
and broadened default investment options. This legislation has been helpful, but it is not 
a “cure alf’ for 401 (k)s. And the PPA did not address the challenges that participants 
will face on the decumulation side, as they try to figure out the best way to draw down 
their assets in retirement. 

The most telling failure of 40 l(k) plans is the modest balances that participants have 
accumulated. Based on reports from Vanguard and the new 2007 Swn’ey of Consumer 
l-'inances (SCF), median 401(k) holdings for people 55-64 were only about $60,000 in 
2007 when the stock market was at its peak.^ A more complete - and more worrisome - 
picture of how risky retirement has become is captured in our National Retirement Risk 
Index, which projects the percent of households that will not be able to maintain their 
standard of living in retirement. This Index shows that the share of households 
unprepared for retirement jumped from 3 1 percent in 1983 to 44 percent in 2006. And 
the number rises to 61 percent explicidy factoring in health care expenses (see Figure 2). 
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My conclusion was that exclusive reliance on 401(k) plans was a catastrophe in the 
making. But I thought the dimensions of the problem would not become clear for another 
10 or 15 years when large numbers of people retired reliant solely on Social Security and 
401(k)s. Instead, the financial crisis has accelerated a reexamination of our retirement 
income system. 

The financial crisis - and its impact in the real economy - has highlighted the 
fragility of 401(k) plans as the sole supplement to Social Security. 

401(k) balances have dropped in value by about thirty percent; people are losing their 
jobs, resulting in fewer contributions and more hardship withdrawals; and companies 
under pressure are suspending their matching contributions. 

Between October 9, 2007. the peak of the stock market, and October 9, 2008, the 
Wilshire 5000 declined by 42 percent.'^ Participants in 40 l(k) plans approaching 
retirement held about two-thirds of their balances in equities.' As a result, the market 
value of assets in 40](k)s/TRAs tumbled by about 30 percent (see Table 1). That decline 
means that the median 401(k) holdings for a person 55-64 went from around $60,000 in 
2007 to roughly $42,000 at the end of 2008.*^’ 

The financial crisis has also severely damaged the real economy. Roughly 3,6 million 
people have lost their jobs.’ People without] obs cannot contribute to 401 (k) plans. And 
those with jobs increasingly are turning to their 401(k) plans for help. Hardship 
withdrawals (to cover the purchase of a primary residence, educational expenses, medical 
expenses, or general financial pressures) - while still at relatively low levels - have 
ticked up. According to data from Fidelity and Vanguard, to date roughly 2 percent of 
participants have made a hardship withdrawal.^ My sense is that many more will tap 
their 40 l(k) before the recession is over. 

Finally, as the recession gains momentum, companies under severe earnings pressure 
have announced a suspension of their 401(k) matches. This response mirrored what 
happened in the wake of the 2001 recession when many large companies stopped 
matching employee contributions. Once again the automobile companies led the way 
with Ford and General Motors suspending the match for their salaried employees. But 
suspensions have also occurred at Kodak, FedEx, US Steel and many other companies. 
We track these announcements and estimate to date that about 1.6 percent of 401(k) 
participants have lost their 401(k) match (see Figure 3). The seriousness of the current 
suspensions depends on whether more firms follow suit and whether the suspensions are 
a temporary or permanent phenomenon. If, as was the case in the wake of the 2001 
recession, the suspensions are temporary, the effects will probably be modest. On the 
other hand, if these suspensions lead to a permanent decline of the employer match, 
significantly fewer people will participate - especially among the lower paid - and 
people will end up with noticeably less retirement income. 
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Some older workers can absorb the shock of the financial crisis by working longer. 
And working longer should be an important component of responding to the crisis 
and for strengthening our retirement income system. 

Even before the financial collapse, we have argued that people need to work longer;’ The 
reason is that the retirement system is contracting and people are living longer. At any 
given age, Social Security benefits will replace a smaller fraction of pre-retirement 
earnings than in the past because 1) the Full Retirement Age is moving from 65 to 67, 
which is equivalent to an across-the-board cut; 2) Medicare premiums, which are 
automatically deducted from Social Security benefits, are slated to increase sharply; and 
3) the taxation of Social Security benefits under the personal income tax will move 
further down the income distribution, as the exemption amounts in the tax code are not 
indexed to wage growth or inflation (see Figure 4), Tn addition, as noted above, balances 
in 401(k) plans are modest, and people save virtually nothing outside of employer- 
sponsored plans. While the retirement system is contracting, life expectancy is 
increasing. For men, life expectancy at 65 was 14.7 years in 1980 and is expected to be 
17,5 years in 2030,^° For women, the comparable numbers are 18,7 years and 21 ,1 years. 

Older workers, whose 401(k) balances have been decimated by the financial crisis, have 
three options: they can save more, they can live on less in retirement, or they can work 
longer. Saving enough to offset the impact of the financial collapse is virtually 
impossible.' ' Reducing an already modest retirement income further is undesirable. So 
the only real option is to keep working. And that is apparently what many have decided 
to do. The employment statistics are dramatic. A greater percentage of men age 55 and 
older are working today than at the peak of the expansion in late 2007 (see figure 5). 

This pattern is in sharp contrast to that of younger workers, where the employment rate is 
over 4 percentage points lower than at the cyclical peak. 

Working longer is a powerful antidote to both the immediate crisis and the long-run 
contraction of the retirement income system. It directly increases current income; it 
avoids the actuarial reduction in Social Security benefits; it allows people to contribute 
more to their 401(k) plans; and it shortens the period of retirement. Working longer 
alone, however, will not ensure security for older Americans. 

To avoid a repeat of the current crisis, we also need to shore up our retirement 
income system. This task requires avoiding further reductions in Social Security 
and introducing a new tier of retirement income. 

The collapse of401(k) plans during the recent financial crisis has highlighted the 
importance of Social Security as the backbone of our retirement income system. While 
Social Security faces a shortfall over the next 75 years because of the aging of the 
population, it has been almost totally unaffected by our current economic woes. The 
Social Security Administration continues to send out monthly checks, which while 
modest, are a predictable source of income that people can count on. Moreover, these 
benefits are a really special type of income because they are adjusted each year for 
changes in the cost of living and they continue for as long as the recipient lives. As 
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discussed above. Social Security will replace less of pre-retirement earnings in the future 
than it has in the past. Any further reductions would put millions of future retirees at 
risk. My view is that, with little else to rely on, Americans will be willing to pay higher 
taxes to maintain this extremely successful program. 

Stabilizing Social Security is not enough, however. We also need to consider a new tier 
of retirement income. This tier would help bolster retirement security both for low-wage 
workers facing declining Social Security replacement rates and for middle- and upper- 
wage workers who increasingly rely on 401(k) plans as their only supplement to Social 
Security (see Figure 6). 

The goal of this additional tier would be to replace about 20 percent of pre-retirement 
income. To accomplish the goal, participation should be mandatory, participants should 
have no access to money before retirement, and benefits should be paid as annuities. The 
system should be funded and reside as much as possible in the private sector. As we have 
just learned, funded and pay-as-you-go systems are subject to different kinds of risks, so 
such an approach would allow us to diversify the risks. 

Moving beyond principles is difficult. The challenge hinges on the tradeoff between 
lifetime returns and the required contribution. Equities offer a higher return, but they also 
bring greater risk, as we have just seen. Relying on equities therefore creates two types 
of problems. First, replacement rates will vary dramatically depending on the 
performance of the stock market over the period when the participant is working and 
accumulating assets. Some cohorts of retirees will get a lot, and others will end up with 
little. Second, as the recent financial crisis highlights, values can drop precipitously just 
as participants are approaching retirement. A sharp drop in retirement balances upsets 
people’s plans, even if the drops merely offset a lifetime of high returns. The net result is 
inadequate retirement saving. 

The natural response is to think about trying to protect people by offering guarantees. 

The problem is that low rates of guarantee - 2 percent or 3 percent inflation-adjusted - 
would have done nothing to protect workers over the last 84 years. The reason is that no 
retiring cohort would have earned less than 3,8 percent on a portfolio of equities, so low 
guarantees would never have kicked in. Only high guarantees - like 6 percent- would 
have had any impact, but standard finance theory says such guarantees are not possible, 
as long as the guarantor shares the market’ s aversion to risk. 

Perhaps the best we can do is a tier modeled on the Federal Thrift Savings Plan with 
sensible target date funds. Such an approach would avoid unnecessary risks, such as 
investing in a single stock or holding too large a share in equities just prior to retirement. 
But it would be nice to think a little more about guarantees and risk sharing. 

Tn any case, the message that T want to leave is that we need more organized 
retirement saving. A declining Social Security system and fragile 401(k) plans will 
not be enough for future retirees. 
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Figure \ .Perceni of WorkersM'ilhPension Coverage hy Type of Plan from SCF, 1983 
afid. 2007 



401 (k) pUins- only 

Source: Author's calculations based on the 2007 SCF 

Figure 2, The National Retirement Risk Index, 1983-2006 and 2006 hlxplicitly 
Incorporating Hcahh Care 
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Sources: Mumicll. Goliib-Sass, and Webb (2007); and Munncll cl al. (2008). 
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Table 1 . Equity Declines October 9, 2007 - October 9, 2008 in Retirement Plans, 
Trillions of Dollars 


Type of Plan 

10/9/2007 

10/9/2008 

Decline 

Defined contribution plans 

$4.7 

$2.7 

$2.0 

IRAs 

2.0 

1.1 

0.8 

Private defined contribution plans 

2.6 

1.5 

1.1 

Federal government plan"* 

0.2 

0,1 

0,1 

Defined benefit plans 

4.2 

2.4 

1.7 

Private defined benefit plans 

1.8 

1.0 

0.7 

State and local plans 

2.4 

1.4 

1.0 

Total 

8.8 

5,1 

3,7 


“The federal government holdings are those in the Tlirift Savings Plan. 

Note: Figures may not add to totals due to rounding. Also, tliis figure varies slightly from that in Muimell 
and Muldoon (2008) due lo changes in the w ay Ihc Flow of Funds cslimalcs equity holdings and the 
vahiations of firms' market value. Further details can be found in U.S. Board of Governors of the Federal 
Reserve System (2008). 

Source: Author's updates based on MumieU and MuMooii (2008). 

Figure 3 . ( 'vmvkitive Percentage of Private-Sector Defined ( xmtribution Plan 
Participants Affected, by Suspension of Employer Mutch, 2008-2009 



Note: Most participation data arc forplan year 2006 - the most recent Fonn 5500 data available. 

Sources: Autlior's estimates based on U.S. Department of Labor (2006); newspaper articles: and personal 
communication with compames. 
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Figure 4, Social Security Replacement Rates for Average Earner Retiring at Age 65, 2002 
and. 2030 

50% -1 



2002 3')30 

S Reported repkieemenl rale (2030 ineorporiiles extension of full reliremenl njw) 


H After Medicare SMI deductions (2030 incorporates Part D pieseriptioii drug 
deduction) 

GU After personal income taxation 
Source: Author's updates based oiiMumteU (2003). 

Figure 5. Change in Employment to Population Ratio, Men Aged 25-54 and 55 and 
Older, Recent Recessions and Today 


0.4% 





1973-1975 1980 1981-1982 1990-1991 2001 Today 

Note: Data are seasonally adjusted. Today” cox ers tlie period from December 2007-Jaiiuaiy 2009. 
Sources: Author's iipdatcs based on MunnclL Muldoon, and Sass (2009). 
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Figure 6, Additional Tier of Funded, Privately-Managed Retirement Screing 
100 % 

5 Social Security □'New Tier B 40 l(k) plans 
90% ^ - 
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Source: Author's iUiistratioii. 


' Miiruiell and Simdeii (2004). 

■ See. for c.samplc. Madrianand Shea (2001) and Choi, Laibson aiidMadrian (2004), 

’ Vanguard (2008); and U.S. Board of Go\ernors of the Federal Reserve System (2007). Focusing on only 
401 (Ic) balances iindersialcsaccunuilalions because pariicipanis oflcn roll money into Individual 
Retirement Accounts (IRAs). According to die 2007 SCF. median 401(k)/IRA balances forwoiking 
individuals age 55-64 were $78,000. 

' As a result, the value of equities in pension accounts declined by almost $4.0 trillion (Mnmiell and 
Muldooii2008). Individuals w ere sheltered from the inmiediaie impact of the $1.7 iriUion of losses in 
defined benefit plans. But Ihev did experience a direct hit on the $2,0 trillion in losses that ocairred in 
401(k)s and IRAs. 

Fidelity Inveslinents (2007); and Vanguard (2()()8). 

Aullior's calculations based on U.S. Board of Governors of die Federal Reserve System (2007); and 
Wilsliire Associates (2008). 

U.S. Bureau ofLabor Statistics (2009), 

* Fidelity (2009); and Vangumd Center for Retirement Research (2009). 

Munncll and Sass (2008), 

U.S. Social Security Adininislralion (2008), 

For example, a person with eight years to retirement wlio had been on track to get 50 percent of his 
retirement income from financial assets would have to raise his saving rale from 6 percent to 21 percent to 
make up for the drop in the stock market. 
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Chairman Miller. Mr. Stevens. 

STATEMENT OF PAUL SCHOTT STEVENS, PRESIDENT AND 
CEO, INVESTMENT COMPANY INSTITUTE (ICI) 

Mr. Stevens. Thank you, Chairman Miller, Ranking Member 
McKeon and members of the committee. On behalf of the ICI and 
its members who are entrusted with the retirement savings of 46 
million U.S. households, I am pleased to testify this morning. 

Let me start out, Mr. Chairman, by joining you in your call to 
“preserve and strengthen the 401(k) system.” Today, half of the na- 
tion’s retirement assets are invested in DC plans or IRAs. That is 
more than $8 trillion. And most of those dollars would not have 
been saved without 401(k)s. In our view, that is just one measure 
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of the success of the system and on the strong base upon which we 
have to build. 

True, the bear market that we are in is wider, deeper and more 
unsettling than any downturn in generations. And it has had a sig- 
nificant impact on retirement savings. One large record keeper re- 
ports that average balances in defined contribution accounts fell by 
27 percent in 2008. These declines are especially hard on workers 
nearing retirement. But every 401(k) saver, no matter what, takes 
a deep breath before opening an account statement these days. And 
I know I am among them. 

These declines cannot be traced to any fundamental flaw in 
401(k) plans. Balances are down, because the stock market is 
down. The S&P 500 fell by 38 percent last year. All retirement 
plans shrank in 2008, not just DC plans, but also IRAs, defined 
benefit pensions in both the private and public sectors, and the 
Federal Thrift Savings Plan. There is no shelter from this market 
storm. 

Yet despite these declining balances, working Americans strongly 
support 401(k)s. We know this, because we examined account 
records of 22 million DC participants in late 2008. They were not 
panicking. As of October, only 3 percent had stopped contributing 
to their accounts. And fewer than one in 25 had taken any with- 
drawals. Clearly, 401(k) savers are staying the course. 

We also surveyed 3,000 U.S. households between October and 
December. In the teeth of the worst markets in 70-plus years, our 
survey respondents affirmed their support for 401(k) plans. Almost 
three-quarters want to preserve the tax incentives of these plans. 
And more than 80 percent reject the idea that government should 
take over investment decisions for individuals’ retirement accounts. 

Now, none of this is to say that 401(k) is a flawless system. In 
fact, we believe it can and it must be improved. In my written tes- 
timony, I spell out seven proposals that ICI believes Congress 
should consider to strengthen our retirement system. 

First, we should improve disclosure, not just about fees, but also 
as the recent market developments underscore, about risks, about 
performance and more. ICI began calling for improved disclosure in 
participant-directed plans in 1976, 5 years before the 401(k) was 
even born. We have strongly advocated that the Department of 
Labor complete its comprehensive disclosure agenda. And we thank 
the leadership of this committee for bringing much-needed atten- 
tion to this issue. 

Second, to help retirees manage their assets more effectively, we 
should relax the rules on required minimum distributions. The age 
for RMDs was set at 7 OV 2 in 1962. And life expectancies have in- 
creased markedly since then. Our research shows that many retir- 
ees do not begin to take distributions until they are forced to by 
these rules. 

Chairman Miller and Ranking Member McKeon, among others 
on the committee, recently worked on a bipartisan basis to suspend 
these rules for this year. And we should build on that work going 
forward. 

Third, we need to make it easier for employers to diversify par- 
ticipants out of heavy concentrations of company stock as they near 
retirement. Workers should not have to face the double risk of los- 
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ing both their jobs and a significant portion of their retirement sav- 
ings if a single company fails. Some far-sighted employers have 
proposed plans to help their workers reduce that risk. We should 
remove the barriers in current law that block these ideas. 

Fourth, we should consider requiring all 401(k) plans to use 
automatic enrollment and automatic savings escalation. Employers 
have embraced these features rapidly since the Pension Protection 
Act was enacted in 2006. We need to watch this trend very care- 
fully and consider whether it supports this fundamental change in 
the 401(k) system. 

Fifth, we must make it easier for employers to offer savings 
plans and for all workers, even those of very modest means, to save 
for their future. My written testimony suggests two ideas. The first 
is a greatly simplified employer plan, which could reduce some bar- 
riers for employers who want to offer retirement benefits. Second, 
we suggest a novel proposal for R Bonds, a new series of treasury 
savings bonds specifically designed to help workers save on a vol- 
untary basis, even if they don’t have a plan at work. 

Sixth, we must redouble our efforts to provide financial and in- 
vestor education to all Americans at every age. And this is a job 
for educators, government at all level, financial institutions like 
mutual funds, and for that matter, all firms that serve the retire- 
ment market. 

Lastly, as President Obama has emphasized just this week, we 
must put Social Security on a sound financial footing for the indefi- 
nite future. Social Security has been, and will continue to be, the 
primary source of retirement income for millions of workers. If 
Washington wants to bolster confidence in retirement security, it 
should fix Social Security. 

We are pleased to offer these reform proposals for your consider- 
ation. I look forward to your questions. 

Thank you, Mr. Chairman. 

[The statement of Mr. Stevens may be accessed at the following 
Internet address:] 

http:! I www.ici.org I statements I tmny 1 09 — house — 401k — tmny.html#TopOfPage 


[An additional submission of Mr. Stevens follows:] 
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March 10,2009 


The Honorable George Miller 
Chairman 

Committee on Education and Labor 
U.S. House of Representatives 
2205 Rayburn HOB 
Washington. DC 20515-0507 

Dear Chairman Miller; 

At the Edueatiou and Labor Coininittcc hearing on February 24, 2009, 1 relayed some scadsiics 
on the percentage of workers who in 1981 (the year Congress created 401(k) plans) received regular 
income from a private pension and the median amount received in today’s dollars among rccipicacs. 

"We would like to supplement the record with additional information. 

The numbers I cited were not in our written testimony and were based on my recollection, so I 
asked the Institute’s Research department to prepare information with the latest arailabic data on these 
statistics and their source. In addition. I focused on the number of Americans who received income 
from a pension plan in retirement, w’hich is not the same as the number who arc covered by apian, and I 
believe this may have caused some conhision. The attached paper addresses both issues. 

Thank you for the opportunity to supplement the record. If you would like additional 
information, please contact me or Peter Gunas (202-326-5860). 


Sincerely, 



Attachment 


Honorable Howard “Buck” McKeon, Ranking Membei 
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Historical Importance of Private-Sector Defined Benefit Plans 
Coverage 

• in 19S1, the year in which 4Ul(k) plans came into existence, 54 percent of private-sector v/age 
and salary workers age 21 to 64 worked for an employer that sponsored a pension plan 
(Figure 1). 

o The source for these data is the Current Population Survey, a survey conducted jo ntly 
by the Bureau of Census and the Bureau of Labor Statistics. 

o Fifty-five percent worked for a firm that sponsored a plan in 1979, the first year the data 
are available, and 54 percent worked for a firm that sponsored a plan in 2007, the most 
recently available data. 

o Over this time period, the portion of these workers who work for an employer that 
sponsors a plan has ranged from 50 percentto 60 percent. 

• Among those workers who were active participants in a pension plan in 1981, the majority had a 
defined benefit pension as their primary pension (Figure 2). 

o Approximately 80 percent of primary plans were defined benefit plans and about 20 
percent were defined contribution plans. 

o Of those with a pension, 29 percent had a supplementary defined contribution plan. 

o Overtime, the percentage of workers with a primary defined benefit plan has fallen, and 
the percentage with a primary defined contribution plan has risen. However; 

■ It was not the case historica ly that all participants had a primary defined benefit 
plan; and it is not case currently that all participants have a primary defined 
contribution plan. 

■ Even in 1981, many active participants had a supplementa'y defined 
contribution plan. 

Coverage versus Retirement Income 

• Not all employees who have worked fora firm that sponsored a defined benefit plan would 
necessarily receive regular income from the plan in retirement. 

• Some workers may have left the firm before the benefits were vested. 

o Vesting rules prior to ERISA in 1974 were lenient. 

o In 1974, plans were required to vest benefits at least as fast as either (i) 10-year cliff 
vesting (i.e., no benefits until 10 years of service, then fully vested thereafter); or iii) 15- 
year graded vesting (vested ratably over 10 years from 5 to 15 years of service). 

o In 1986, vesting requirements were tightened to require vesting at least as fast as (i) 5- 
year cliff vesting or (ii) T-year graded vesting (vested ratably over 4 years from 3 to 7 
years of service). 

o Even long-tenured part-time or part-year workers may not vest in a plan because the 
rules allow the firm some leeway in defining the number of hours of work during a plan 
year which would constitute a year of service. 


• Even if vested, employees who changed Jobs or who separated from an employer for other 
reasons before normal retirement age may not have earned much in the way of benefits and 
may have received that behefit as a lump-sum payment at the time of separation. 
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o In a defined benefit plan where benefits are based on a formula that depends on years 
of service and final pay (or an average of several years of pay), the accrual of benefits is 
back loaded. 

o For formula-based defined benefit plans, the pension benefits earned in any given year 
depend on the worker's age and tenure (Figure 3). 

■ For example, even for a generous plan in which benefits vest immediately and 
which has a formula that is 1.5 percent of the average of the highest three years 
of pay, the value of benefits earned in a given year is less than 10 percent of 
salary until a worker is in their mid- to late-forties. 

■ However, for a worker closer to retirement, the value of pension benefits 
earned in a given year could reach 50 percent of salary. 

• Because of vesting and the pattern of benefit accruals, the bulk of benefits from a typical 
formula-based defined benefit pension is paid to workers who had long tenure and who 
separate from the plan close to the plan's normal retirement age. 

o For many, if not most, private-sector firms, these workers have always represented a 
minority of the workforce. 

Retirement Income 

• The end result is that few workers received regular income from private-sector defined benefit 
pension plans in retirement. 

• In 1981, the year that 401(k) plans were introduced, fewer that 20 percent of individuals age 65 
and older who did not work reported regular income from a private pension plan (including both 
defined benefit and defined contribution plans), and the median benefit was less than $6,000 a 
year (Figure 4). 

• Since 1981, a higher percentage of this group have received payments from private pensions. 
However, some of this increase is undoubtedly due to the growth in 401(k) plans. 

o ICI survey data indicate that many individuals receive regular income from defined 
contribution plans and IRAs. 

■ Eighteen percent of recent retirees in 2007 with a defined contribution plan 
annuitized the entire balance at retirement, and another 6 percent took 
installment payments from the plan.^ 

■ Most of the remaining participants deferred distributions or rolled the money to 
an IRA. 

■ The most common reason to withdraw funds from an IRA is to satisfy annual 
required minimum distribution requirements.^ 


^ For complete survey results, see Sabelhaus, Bogdan, and Holden, Defined Contribution Plan Distribution Choices at Retirement: 
A Survey of Employees Retiring Between 2002 and 2007, Washington, DC: Investment Company Institute (Fall 2008), available at 

^ For more Information on IRA owners and their withdrawal actwity, see Flolden and Schrass, 'The Role of IRAs in U.S. 
Households’ Saving for Retirement, 2008," /Cl Fundamentals, vol. 18, no. 1 (January 2009), available at 
-’ CSii LoUr. 
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o Even in 1981, some of the regular payments received from private pensions were 
certainly from defined contribution plans, 
o The percentage of regular payments from defined contribution plans has likely 
increased over time. 

• Including regular payments from both defined benefit and defined contribution private 

pensions, from 1975 to 1995, median annual private pension Income fluctuated between $5,000 
and $6,500 in 2007 dollars. Only in the past decade or so did median private pension income 
increase to above $6,500 in 2007 dollars. 


Government Pensions 

• Government pensions are also an importantsource of pension income. 

• In 1981, the year that 401(k) plans were introduced, about 10 percent of Individuals age 65 and 
older who were not working received regular income from a government pension [Figure 5). 

• The median amount of annual income from government pensions in 1981 was over $10,500 in 
2007 dollars. 

• Individuals receiving government pensions typically had lower Social Security benefits than 
other similar individuals because government workers typically were not covered under Social 
Security. 


Historical Importance of Defined Benefit Pension Plans 

• Looking at all sources of income in retirement, the historical importance of private-sector 
defined benefit plans is often overstated. 

• In 2007, among individuals age 65 and older who were not working, as a group, 53 percent of 
their income came from Social Security benefits (Figure 6). Only about 14 percent was from 
private-sector pensions of all kinds (that is, both defined benefit and defined contribution!, and 
only about 12 percent was from government pensions. 

• The story has changed little over the past three decades. Social Security has always been the 
most important source of income. The percentages were roughly the same in 1975. 

o I he contribution to income of both private and government pensions has increased 
over time. 

o The share of income from assets has fluctuated over time, as interest rates are a 
primary driver of asset Income. 

■ Asset income includes interest, dividends, and rents. 

■ It does not Include capital gains, realized or otherwise. 
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• Looking at the population ranked by income, the bottom half of the Income distribution 
received over 85 percent of their income in the form of Social Secuhty benefits and public 
assistance in 2007 (Figure 7). In 1975, these statistics were essentially the same. 



Figure 1: Percentage of Workers Whose Employer Sponsors a Retirement Plan 

Pnvate-sertor wage and salary workers, age 21 to 64, 1979 to 2007 
70 
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Year 

* Retirement plans include both defined benefit and defined contribution pension plans. 


Figure 2: Active Pension Plan Participants by Type of Pension Coverage 

Millions of participants, 1975 to 1987 

Primary defined beneft bsb Primary defned contribution ' Supplemental defined contribution 
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Figure 3: Benefit Accrual under Defined Benefit Pension by Age and Age at Start of Continuous Employment 

Formula: 1 5% per year up to 30 years, average of tiigh three years of salary vest imrrediately 
Assumolions. annual inflation 3%. annual increase in real earnings i %, future liabilities discounted at 6% 
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Figure 4: Percentage of Individuals Receiving Regular Income from a 
Private Pension* and Median Amount among Recipients 

Among Individuals age 65 and older with non-zero Income and not working, 1975 to 2007 
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Figure 5: Reciept of Regular Income from Private and Government Pensions'*’ 

Among individuals age 65 and older with non-zero income and not working 
All dollar amounts In constant 2007 dollars 


Year 

With Private Pension Only 

With Government Pension Only 

With Both Private and 

Government Pension 

Percent of 
Sample 

Median i 
Pension 

Median 

Pension 

olus Social 
Security 

Percent of 
Sample 

Median 

Pension 

Median 

Pension 

plus Social 
Security 

Percent of 
Sample 

Median 

Pension 

Median 

Pension 

plus Social 
Security 

1975 

16.0% 

$6,359 

$18,668 

8.1% 

$11,589 

$19,875 

0.8% 

$9,635 

$23,571 

1976 

16.4 

6,494 

18,231 

8.1 

13,009 

21,671 

1.0 

$7,652 

23,733 

1977 

16.4 

6,142 

17,963 

8.2 

12,317 

21,213 

0.9 

$12,482 

25,959 

1978 

16.7 

6,487 

18,483 

8.2 

11,448 

20,222 

0.7 

$12,402 

26,471 

1979 

17.2 

5,712 

17,256 

9.0 

10,967 

18,715 

0.6 

$12,549 

25,958 

1980 

17.2 

5,888 

17,511 

9.4 

11,077 

18,980 

0.6 

$12,290 

24,207 

1981 

17.5 

5,385 

17,436 

9.5 

10,511 

19,007 

0.7 

$10,821 

22,833 

1982 

17.8 

5,157 

17,621 

9.8 

11,089 

20,201 

0.8 

$12,307 

24,999 

1983 

18.9 

5,404 

17,916 

10.1 

12,690 

21,783 

1.0 

$12,466 

25,930 

1984 

19.1 

5,189 

17,817 

10.7 

12,464 

20,942 

0.9 

$13,025 

26,797 

1985 

19.7 

5,478 

18,214 

10.4 

12,186 

21,093 

1.0 

$11,668 

25,451 

1986 

21.0 

5,242 

18,398 

10.1 

12,864 

21,839 

1.1 

$12,516 

25,449 

1987 

21.0 

5,720 

18,716 

12.6 

13,141 

20,579 

0.9 

$18,670 

28,915 

1988 

22.2 

5,531 

18,256 

12.4 

12,977 

21,032 

1.2 

$16,403 

26,383 

1989 

22.3 

5,817 

18,393 

12.8 

12,501 

20,090 

1.3 

$17,096 

29,464 

1990 

23.2 

5,749 

18,353 

12.6 

13,326 

21,142 

1.3 

$15,832 

27,497 

1991 

24.4 

5,937 

18,341 

12.7 

12,879 

20,538 

1.1 

$16,423 

27,442 

1992 

25.1 

5,969 

18,621 

12.1 

13,513 

21,577 

1.1 

$13,335 

26,035 

1993 

24.7 

5,935 

18,695 

12.0 

14,205 

22,235 

1.1 

$16,283 

28,698 

1994 

24.0 

5,862 

19,057 

11.4 

14,271 

23,069 

1.0 

$19,122 

28,291 

1995 

24.0 

6,249 

19,283 

11.3 

14,143 

23,054 

1.1 

$15,412 

27,103 

1996 

24.2 

6,740 

19,592 

10.7 

15,847 

23,953 

0.9 

$17,688 

32,215 

1997 

23.1 

6,356 

19,924 

12.0 

14,856 

23,933 

1.1 

$20,664 

32,102 

1998 

24.3 

6,518 

19,855 

10.9 

16,536 

24,957 

1.2 

$23,446 

34,250 

1999 

25.5 

6,747 

20,393 

11.0 

16,114 

24,674 

0.8 

$18,071 

32,192 

2000 

23.3 

7,224 

20,770 

11.5 

15,749 

24,480 

0.8 

$18,899 

32,445 

2001 

23.5 

7,025 

20,470 

11.3 

14,752 

24,024 

1.0 

$18,123 

29,854 

2002 

24.0 

6,915 

20,123 

11.3 

16,154 

25,642 

0.7 

$19,155 

32,156 

2003 

24.5 

7,343 

21,077 

11.3 

16,227 

25,539 

1.0 

$19,932 

33,923 

2004 

24.4 

7,244 

20,918 

11.5 

17,123 

26,081 

0.8 

$16,464 

30,953 

2005 

24.3 

7,007 

20,832 

12.0 

15,925 

25,480 

0.8 

$19,369 

30,480 

2006 

24.7 

7,405 

20,938 

11.5 

14,810 

25,122 

0.9 

$18,920 

32,428 

2007 

23.8 

7,200 

21,522 

11.0 

16,260 

25,800 

0.7 

$19,520 

32,880 


* Includes rr^ular income from both defined benefit and defined contribution pensions. 
Source: ICI tabulations from March Current Population Suruev 
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Figure 6: Social Security Is the Primary Source of Retirement Income 



Figure 7: Lower Income Particularly Reliant on Social Security 



Quartllel Quartile2 QuartileS Qu3rtlle4 | Quartlle 1 Qu3rtile2 QuartileS Qu3rtlle4 


1975 I 2007 



Chairman Miller. Thank you very much. 

And thanks to all for your testimony. 

Mr. Bogle, I am sure that I have probably been misquoting you. 
But I have suggested that you have raised the issue saying that 
the issue for investors and savers is a competition between the mir- 
acle of compounded interest and the tyranny of increasing cost. 
And that suggested to me that you believe that costs do matter in 
the long-term management of people’s retirement savings. Is that 
a fair statement. 

Mr. Bogle. Yes, sir, Mr. Chairman. That is a very fair state- 
ment. And as far as I can tell you, there is not a single academic 
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study that does anything but reaffirm that point. There is not a 
single independent financial publication, say Morningstar, for ex- 
ample, that doesn’t affirm it in spades. It is basically universally 
true. 

What I would add is, however, of course we need better disclo- 
sure of costs for employers and employees alike, because costs are 
the reason that the returns of institutions and the returns of all 
investors as a group fall short of the returns earned by stock funds 
and bond funds, as I said in my testimony. 

What I want to emphasize, though, is that we seem to be relying 
on the fund’s expense ratio, its expenses as a portion of the asset 
as the talisman, or it is the standard of what costs are. And those 
costs run somewhere between eight-tenths of 1 percent to 1.3 per- 
cent a year. That number, Mr. Chairman, grotesquely understates 
the total amount of costs involved in mutual funds, even when you 
don’t talk about sales loads, which are largely outside of the large 
retirement plan arena, however are very tough on some of the 
smaller retirement plans. 

And the other cost, which is huge, is the substantial undisclosed 
transaction cost that mutual funds in particular incur, reflecting 
the rapid turnover of their investment portfolios. It is absolutely 
amazing, sir, how these portfolios turn over, because the mutual 
fund industry, it seems to me on the data, has become an industry 
engaged in short-term speculation rather than long-term invest- 
ment. 

Chairman Miller. This is the activity within the funds that you 
might 

Mr. Bogle. Funds buying 

Chairman Miller [continuing]. Invest in as your 401(k) plan in. 
You are talking about the internal management 

Mr. Bogle. I am talking about the 

Chairman Miller [continuing]. Of the shares within that fund. 

Mr. Bogle. And just think about this. The average assets of ac- 
tively managed funds last year were something in the realm of $4.8 
trillion. And the total transactions, just guess at what the total 
transactions, members of the committee and Chairman, might be 
in your mind. And I will tell you what it is. 

They bought and sold $7.2 trillion dollars with the securities, 
trading by and large back and forth with one another. So the ele- 
phant in the room, if you will, is the ignoring of transaction costs, 
which have a huge impact, something like half a percent to 1 per- 
cent a year in addition to that expense ratio, which is — for the fun 
of it, we will call 1 percent for the actively managed equity fund. 

So now, think about this. And an index fund, of course, goes for 
about one-twentieth of that 2 percent, because it — transaction 
costs, nor management fees, but overall expenses of about a tenth 
of 1 percent compared to 2 percent for the industry. 

Now, think about this when you get to compounding this. And 
this is the point which you quote me, sir, accurately. And that is 
the miracle of compounding investment returns turns out to be 
overwhelmed by the tyranny of compounding cost. 

Let us assume, just for the fun of it, counting a stock-and-bond 
portfolio together, that it earns over the next 10 years, let us say, 
6.5 percent. That is phenomenal return. If we assume 2.5 percent 
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inflation, just a guess, but probably not one with which most people 
in the room would disagree, that leaves you with a 4 percent real 
return on a balanced investment portfolio, of which costs are con- 
suming 2 percent. Costs are taking half of the real return. 

But of course, given that formulation, it is much worse than that, 
because if you compound 2 percent and 4 percent over an invest- 
ment lifetime, call it 50 years, you find that costs have consumed 
75 percent of the return of the investment. 

So you, the investor, who puts up 100 percent of the capital and 
takes 100 percent of the risk gets 25 percent of the market return. 
That just doesn’t seem right to me, sir. 

Chairman Miller. Well, I obviously agree with you. You know, 
I have always been stunned at whenever you allocate these costs, 
and people can argue whether 1.5 percent or 2 percent or what is 
fair and all the rest. And then the internal transaction costs that 
are taking place within the investment programs that people pur- 
chase, the only source of all of that revenue is my retirement. 

You know, American families make a decision. And it is very dif- 
ficult for the huge middle-class families in this country, that huge 
class of people, to make a decision after all of their other obliga- 
tions, to also save. And yet, that is the source by which all of these 
trillions of dollars in transactional fees and others is from. Nobody 
else is contributing that. 

There was a while, and it was fairly common, that we shared 
that with the employer. But now the employers have figured out 
that that should be offloaded more and more onto the employees 
if they are managing the funds and on individuals. 

And so, you know, I am very jealous. I know how hard people in 
my district work to create a little bit of savings. And I know, as 
Dr. Munnell has pointed out, how small their total savings are. 
And if you combine that with what Dr. Baker said in terms of what 
they thought was going to be an equity account that they had, but 
they made choices, some good, some bad. 

We are talking about a population that is in a desperate situa- 
tion. And I don’t think we can tell the next generation of savers 
that they would want to put their savings at that same risk with 
respect to cost. Somehow we have got to figure out that the idea 
of these savings makes sense to the American public to make the 
determination that they want to participate. 

But the struggle, the incredible struggle and the energy put into 
fighting against that transparency is just really quite phenomenal, 
you know, really quite phenomenal. But we will continue on down 
this path. 

I just would like to ask, if I might. Dr. Munnell, one question in 
this round of my questioning. You had mentioned that you would 
like something like the Thrift Savings Plan. But we could he more 
creative. What are you talking about? 

I will come back to you in the second round. But I just wanted 
to put that on the table. 

Ms. Munnell. There is enormous trade-off between the contribu- 
tion people have to make and the rate of return they earn. And the 
question is can you ensure people higher returns. And so we have 
really been looking into this issue of guarantees, which is a very 
tough subject, because what you can do according to standard fi- 
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nance theory, if the insurer has the same preference as the market, 
it is very modest. And insuring 2 percent real rates of return really 
would have done nothing over the last 84 years. 

And the question is can you somehow construct higher level of 
guarantees or different ways of risk-sharing. But it is not some- 
thing you want to do casually. But it is really worth looking into. 

Chairman Miller. I see. Okay, I just want to know what the pa- 
rameters of that discussion were. 

Ms. Munnell. Right. 

Chairman Miller. Thank you. 

My time has expired. I just want to know. Congressman Hare fi- 
nally showed up a little late to this hearing. You would think that 
someone who just turned 60 would he here early to figure it out. 

But anyway, happy birthday. 

Mr. McKeon. 

Mr. McKeon. We did that in lieu of singing happy birthday, I 
guess. He may not be so happy when he is done with the hearing. 
He is worried. 

I really appreciate your testimony. One of the things that, when- 
ever we talk about this subject, one of the things that really both- 
ers me is, I think Dr. Munnell you made the point that sometimes 
we make bad decisions. I think human nature seems to be that we 
always go for the maximum possible return, thinking that that will 
always be there. 

I remember talking to a golf pro one time. And he said every 
shot, it seems like, we hope is going to be the best shot we ever 
make. And I think sometimes we plan our future retirement on 
that basis. That is, I guess, why gambling casinos are doing so 
well. People go there always expecting to win. And in our retire- 
ments, we expect that we maybe can lose a little bit here, because 
we are always going to make it up on the big play. 

And I am wondering how much responsibility the federal govern- 
ment should take in protecting people from bad decisions. Do we 
have the ability, being that we are all very intelligent, smart here, 
now that we have been elected to Congress, to avoid all of those 
bad decisions. And you can see how successful we have been lately. 

Mr. Stevens, my understanding is that the mutual fund industry 
holds about half of the assets in 401(k) plans, which means about 
half of those assets are held somewhere else. Can you tell us where 
the other half are, and how those plans have suffered as a result 
of the financial downturn? How bad is how they have been af- 
fected? 

Mr. Stevens. Thank you, Mr. McKeon. Yes, it is true. Mutual 
funds are an important component of the system. But if you look 
broadly, there are different types of retirement plans, including de- 
fined benefit plans who have been hit, as my testimony describes. 
But there are also other components of the 401(k) system and of 
individual retirement accounts, which are not mutual funds. 

We are sometimes frustrated, because we are such a large com- 
ponent, that we are sometimes identified as the entire system. But 
you have to consider, for example, products that are sponsored by 
insurance companies, by banks and other financial institutions that 
are part of the system as well. It is one of the reasons frankly that 
we have emphasized from the very beginning the need for a disclo- 
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sure regime that extends to all investment options that a 401(k) 
participant might be able to invest in in their plans. 

We have lived under the regime of the Securities and Exchange 
Commission throughout our history, since 1940. And I think what- 
ever deficiencies people might think there are, we have as com- 
prehensive a set of disclosures on virtually every subject, more so 
than any other financial product. 

We have been saying for years that we ought to bring the other 
components of the system up to something that is comparable. And 
that has been a very important part of our public policy emphasis 
now for 33 years. It is certainly gratifying to us to think that that 
might begin to be the case. 

Certainly we are more than happy to talk about mutual funds. 
But let us not confuse mutual funds with the entire defined con- 
tribution system. 

Mr. McKeon. Thank you. 

Dr. Baker, you mentioned something at the end of your state- 
ment about we should have another kind of a defined benefit of 
$1,000. And there would be no cost to the government. How would 
that work? 

Mr. Baker. Well, the point here, and I think I am thinking along 
similar lines to Dr. Munnell, that if we established in effect an ex- 
panded defined benefit building on Social Security, where workers 
would contribute voluntarily, perhaps with some strong-arming by 
some automatic contributions and default — I should say, default 
contributions and perhaps subsidies for low-income workers, that 
we could have an additional amount put aside targeting, say, 
$1,000 a year, which would be a modest increment to a higher-in- 
come worker, but would be fairly large for, say, a more moderate 
income worker, where we would guarantee somewhere perhaps 3 
percent being a little more ambitious than the 2 percent we over- 
turn, that could provide a very substantial supplement to 

Mr. McKeon. Excuse me. The worker would contribute $1,000. 

Mr. Baker. Yes, in the government-managed account, which 
would then be invested privately similar to the thrift savings plan. 

Mr. McKeon. And who would guarantee the 3 percent? 

Mr. Baker. The government would provide the guarantee. So the 
government would be taking some risk. But again, I would just 
contrast that to the, in effect, guarantee we have given to the bond 
holders of corporations like Bear, Stearns and AIG, where that is 
being very costly to the taxpayer. And there were certainly no com- 
mitment on the part of the government to make those bonds good 
in advance. 

Mr. McKeon. Sometimes we go through periods of growth. Some- 
times we go through periods like we are in right now, where things 
really collapse. How would the government guarantee that 3 per- 
cent without any risk to the taxpayer? 

Mr. Baker. Well, I should not say that it is no risk. But it is a 
very, very modest risk. So if you had a portfolio that was, say, 60 
percent equities, 40 percent other, you know, bonds, mutual funds, 
that, over a long period, there would be very limited risk that you 
would 

Mr. McKeon. How would that vary from Social Security? 
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Mr. Baker. Well, the difference is that it would be defined con- 
tribution, that people would voluntarily be putting their money in 
there. So if they didn’t want to do it, they wouldn’t have to. 

Mr. McKeon. Whether they put the money in, or whether the 
government puts the money in now for Social Security. 

Mr. Baker. Well that is, as you know, that is mandated. In this 
case, it would be voluntary. 

Mr. McKeon. I see. And then all it takes 

Mr. Baker. So again — that is strongly encouraged. 

Mr. McKeon. Why not make it mandatory if it is not 

Mr. Baker. Well, again I 

Mr. McKeon. Why not just increase Social Security deductions? 

Mr. Baker. Well, that is something that I think would be reason- 
able to consider. But I think, in this case, it is not a tax. If you 
do not want to pay it, you don’t have to pay it. So we could have 
a default. 

Mr. McKeon. But then don’t we get back to where we are right 
now? 

Mr. Baker. Well, I think 

Mr. McKeon. Some people are going to live forever, and are 
going to hit the big jackpot at some point. And they don’t need to 
worry about it until, you know, they get to be about 55. 

Mr. Baker. Well, in this case, the 3 percent real return should 
be consistent with what the financial markets can give over the 
long term. When I was saying that there could be some risk, we 
could have a prolonged period, as we may have now, of a down 
stock market, in which case it would involve some modest commit- 
ment for the government. 

Mr. McKeon. A couple of years ago, it would have been great. 

Chairman Miller. I did. And I am — this hearing is going to end 
at 12:30. So we will try to limit going over now that Mr. McKeon 
and I have gone over. 

Mr. McKeon. I yield back. 

Chairman Miller. Mr. Payne. 

Mr. Payne. Thank you very much. It is a very important hear- 
ing. Just looking over some of the notes that the cumulative decline 
in the value of the financial assets as a result of the current eco- 
nomic crisis cost Americans almost $2.7 trillion in their retirement 
savings. As we remember years ago, the defined contribution plans 
were really what was in. And the defined benefit was less popular. 

Of course, when employers started to end their defined benefit 
plans, the old-type retirement that, you know, I used to hear my 
father talk about, we saw a shift, even in the 1980s. 60 percent of 
workers were covered by defined pension plans and 17 percent by 
their defined contribution 401(k)-type. However, just 20 years later, 
only 11 percent of the workers are covered by defined benefit plans. 
And 56 percent, almost 60 percent, by the defined contribution 
plans. 

Now, if we are having the problem with the market, you know, 
I guess my question, maybe Dr. Baker might take it. I don’t believe 
that policymakers ever intended that the ability of a worker to re- 
tire would depend on whether the stock market was up or down in 
a particular year. How can we modify the 401 plan, so that work- 
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ers’ ability to retire is not dependent on the state of the stock mar- 
ket. 

You know, like I said, years ago you had that guarantee coming 
out. The check would come each month, like Social Security, more 
or less. But how is the future? It looks bleak right now. My col- 
league said that we have ups and downs. Look like this down is 
pretty down and going to be down for a while, maybe not out, but 
a nine count. And maybe like the Dempsey fight, we are trying to 
have a long count to not call 10. We don’t want the knock-out. 

So what do you think. Dr. Baker? 

Mr. Baker. Well again, I agree with you completely that we have 
subjected workers to much greater risk than I think any of us real- 
ized and certainly that they realized. And I was making the point 
that, in addition to their retirement wealth, they also had their 
housing wealth at risk as well. 

So that is why I was thinking that, given the circumstances, I 
think it does make sense to talk about having some additional 
guaranteed benefit that could be available to workers. Again, it is 
possible you would want to look to expand Social Security. I think 
that is a reasonable thing to consider. 

But I think to allow workers the opportunity to invest voluntarily 
in an account that will give them a guaranteed return, I think 
would be something that would be of enormous value to the coun- 
try’s workers at very low risk. Again, I can’t say no risk, sir, but 
very little risk to the government. I think it is a case where the 
trade-offs, I think, are very much in favor of offering that sort of 
guaranteed benefit. 

Mr. Payne. Thank you very much. 

Well, since the chairman is trying to rush through, I will stop 
with the one question. All right. 

Chairman Miller. I thank the gentleman. His time has expired. 

Mr. Kline. 

Mr. Kline. Thank you, Mr. Chairman. 

Thank you, lady and gentlemen, for being here with us today. A 
tremendously important subject, and of course now we are all look- 
ing at it, I think, much differently even than we did a year ago. 

We all, Mr. Stevens, look at our account statements with some 
trepidation now. I make my wife read them myself It works in our 
house. 

I am a little bit intrigued. And I am tempted to get in the whole 
discussion sort of suggested by Dr. Baker. And that is doing some- 
thing to kind of shore up Social Security, which I think he is sug- 
gesting an additional voluntary effort to put money in, maybe 
$1,000 that we guarantee by the government. That is a very inter- 
esting idea, and one which I certainly wouldn’t reject out of hand. 

But I am very concerned that one of our pillars here that we are 
looking at is Social Security, and it is Medicare. And by every 
measure by anybody, we are some $50 trillion or more underfunded 
in those programs. So I am just kind of reluctant to turn in that 
direction very hard. 

Because I don’t have much time, let me go to Mr. Stevens. Ac- 
cording to the note I have here, and I remember saying this. Pro- 
fessor Munnell notes that, during this crisis, we have had about 2 
percent I think of 401(k) plan participants have made hardship 



54 


withdrawals from their 401(k). Can you tell me, looking at the in- 
dustry from your perspective, how does that number compare his- 
torically to plan withdrawals? 

Mr. Stevens. Thank you. Congressman. As I indicated in my tes- 
timony, when you actually look at behaviors in the major record- 
keeping systems, they are very much at the norm that we would 
have predicted historically, very little increase in hardship with- 
drawals. People are not massively taking loans against their ac- 
counts. They seem to have an understanding that these are assets 
that are there for their retirement with some kind of mental ac- 
counting. 

In fact, I would say in general, there is a tendency to look at 
401(k) investors like their children who don’t know what they are 
doing. And in fact, if you look carefully at their behaviors, they are 
much more grown up than sometimes they are given credit for. 

Mr. Kline. They probably let their wife do it too. The Thrift Sav- 
ings Plan has been used as an example a number of times as an 
investment plan with relatively low expenses. We have talked 
about in the last Congress. I just want to sort of bring us up to 
date here. Again, going to Mr. Stevens, tell us how it is possible 
for the Thrift Savings Plan to operate at what seems to be very low 
expenses. And in general, can you speak to the performance of 
funds in the TSP during this crisis? 

Mr. Stevens. Yes. Well, as I said, the Thrift Savings Plan’s 
funds have been hit like all others. There has been no shelter from 
the storm in the market. But the TSP really doesn’t compare to the 
private retirement system. And I think this is a very important 
point to make. 

The TSP is about seven times larger than the largest defined 
contribution plan in the United States. If memory serves, I think 
it only has about three payrolls, large payrolls, that it has got to 
process. There may be a number of other smaller ones. 

But you compare that with the literally hundreds of thousands 
of different payroll systems and therefore record-keeping require- 
ments that exist in the private sector. You don’t get remotely the 
economies of scale. 

It is also true that virtually none of the compliance and regu- 
latory and reporting and other burdens that exist for sponsors of 
401(k) plans exists for the federal government. Those requirements 
have been waived with respect to the Thrift Savings Plan. Not so 
with respect to any employer, no matter how small. And remember, 
most of the employers in 401(k)s have 100 employees or less. So we 
are talking about relatively small businesses. 

And then, you know, it is simply true that some of the costs of 
the Thrift Savings Plan are not apparent. I am a former federal 
employee. There are federal personnel offices up and down every 
department and agency of government who support the Thrift Sav- 
ings Plan. And I have never seen an estimate for what their cost 
is. And it is not reported as an additional cost to the saving of the 
system. You could think of that as corresponding to any number of 
activities that have to take place to support 401(k) plans. 

So I think it is even more remote than comparing apples with or- 
anges and just doesn’t provide an appropriate frame of reference in 
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which to think about cost factors in the 401(k) system by any 
means. 

Mr. Kline. Thank you very much. 

Mr. Chairman, I yield back. 

Chairman Miller. Mr. Andrews. And I want to say that the wit- 
ness is not just to do on Mr. Andrews’ time. But to the extent you 
think you want to say something in response, and you can politely 
figure out how to do that, you are more than welcome to do that. 

Mr. Andrews. 

Mr. Andrews. Thank you. 

I thank the panel for very, very good testimony that is going to 
help this process considerably. You know, this hearing would be 
compelling under any circumstances. But it is particularly compel- 
ling when we look at the real pain and anxiety that people all 
across this country are feeling, that is subsumed in that $2.7 tril- 
lion loss of pension assets. 

But we are not here to comment on the size of that loss. We are 
here because our hypothesis here is that, because the 401(k) sys- 
tem, the DC system, is in need of reform, the loss is worse that it 
would have otherwise been. And when things get better, the recov- 
ery won’t be as good as it would otherwise be. So this hearing 
would be timely whether people had gained $2.7 trillion or lost $2.7 
trillion. And that is what I want to focus on, is those reforms that 
I think could make the DC system better. 

Mr. Stevens, one thing I want to ask you. On page 5, you have 
a graph, which shows declines in asset values. And it shows that 
401(k) plans have declined 10.9 percent. The S&P 500 declined 
19.3 percent. 

But I do want to understand, though, as you point out that that 
includes the contributions that were made to the 401(k) plans. Cor- 
rect? 

Mr. Stevens. Actually, Congressman, the graph on page 5 is in- 
tended to depict as of the third quarter of 2008. 

Mr. Andrews. Yes. 

Mr. Stevens. The depreciation that different types of retirement 
plans 

Mr. Andrews. But that depreciation takes into account the con- 
tributions that were made to 401(k) plans. It is not simply their 
performance net of contributions. Correct? 

Mr. Stevens. Yes, I think that is correct. 

Mr. Andrews. Okay. So we are really not comparing apples to 
apples when we look at the S&P return and the contribution re- 
turns. Let me ask you this question to supplement the record. If 
you could supplement for the committee what that number would 
be, if you subtracted the contributions were made and just looked 
at the performance of the fund as it exists in the prior period, we 
would appreciate that. I think that would clarify the situation. 

I notice on page 9, in footnote 19 I believe it is, I am encouraged 
by your — see, in law school, they teach you always to read the foot- 
notes. 

Mr. Stevens. They do indeed. 

Mr. Andrews. So I am encouraged by the fact that I think you 
have extended an opportunity to work with the chairman and with 
all of us and the work that we did in the last Congress when you 
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say: We agree with the approach taken by the bill reported out of 
the committee in the last Congress, names the bill, and similar pro- 
posals ensuring the disclosure rules apply equally to all products 
offered by 401(k) plans. 

I agree with that. And we would invite your participation as we 
try to craft good rules that make meaningful disclosure to all par- 
ticipants about all assets. And we appreciate you making that com- 
ment. 

Mr. Bogle, I was taken by much of what you had to say. We ap- 
preciate the tremendous contribution you have personally made in 
this area and your firm has made. Your third recommendation, 
which is the inclusion of some sort of annuity product as an option, 
are you advocating that each plan should be required to offer an 
annuity product as an option? 

Mr. Bogle. Each plan, I think, certainly should offer it. And the 
question is to what extent one should make it mandatory. The idea 
of locking in or locking out, I guess one would say, longevity risk, 
seems to me to be a fundamentally good idea. 

Mr. Andrews. Do I understand your proposal correctly that what 
you are proposing is that certain participants would have a certain 
percentage of their assets put in that annuity-type plan, unless 
they opted out. Is that your proposal? 

Mr. Bogle. That is correct. 

Mr. Andrews. Okay. Could you describe to us what the annuity 
product would look like and how it might be designed? 

Mr. Bogle. Well, like the mutual fund industry, the annuity in- 
dustry takes huge amounts of cost. Out of the returns, you get 
marketing cost and administrative cost and investment cost. So 
most annuities are not particularly attractive to a — so we need a 
better system. 

I would argue, I think, that — not I think, I know, that TIAA- 
CREF, for example, has one of the outstanding annuities in the 
country, very low cost. But it stands almost alone, because the an- 
nuities have to support this big marketing system. I don’t see any 
reason that some governmental or quasi-governmental agency 
couldn’t provide just an actuarial based annuity, but without all 
those costs in it. 

And the whole idea is to take the cost out, because that is so fun- 
damental to everything we do in retirement savings. 

Mr. Andrews. Dr. Mussell [sic], would you care to comment on 
whether you think that there should be a fixed asset annuity-type 
option included in every plan? Do you think that should be? 

Ms. Munnell. I think that we are really going to face, even if 
we didn’t have this impact of this financial crisis, that we were 
going to see a crisis when people retired with 401(k) balances, be- 
cause it is really hard to figure out how to drawn down that money 
over unknown lifespan. And so 

Mr. Andrews. But do you think we should require such a 

Ms. Munnell. I think it should be a default in 401(k) plans. It 
is not as obvious as automatic enrollment. But I think it is the bet- 
ter option to have the default be an annuity. And then people can 
back out. 
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Mr. Andrews. So I just may ask one more quick question. There 
is a subtle difference between a default position and an option that 
must be offered, right? 

Ms. Munnell. If you just offer it as an option, no one will take 
it. People hate annuities. So I think 

Mr. Andrews. Not everyone. 

Ms. Munnell. I think you put them in. You let them try. 

Mr. Andrews. Okay. 

Ms. Munnell. And then if they don’t like it, they can go to their 
HR people and get out. But that is where you put them. 

Mr. Andrews. Thank you very much. 

Chairman Miller. Mr. Castle. 

Mr. Baker. I think if I could state quickly, I think your question 
was whether it should be mandated. And I think we had agree that 
every plan should offer that at least as an option. 

Mr. Andrews. Okay. 

Ms. Munnell. No, I would say something 

Mr. Andrews. Well, I think, yes. I think the Boston College folks 
wanted to be a QDIA-type, a default, but not offered as an option 
per se. is that what you are saying? 

Ms. Munnell. I am saying every plan should have it. And 

Mr. Andrews. Right. 

Ms. Munnell [continuing]. Put everybody in it when they retire. 
And then people can say oh, this isn’t right for me. I have cancer. 

Mr. Andrews. So if you don’t pick a vegetable, it has to brussel 
sprouts. Okay. 

Chairman Miller. Mr. Castle, help us. 

Mr. Castle. Good luck. Thank you, Mr. Chairman. 

Dr. Munnell and Mr. Stevens, you both mentioned the fact, some- 
thing to the effect of we have to shore up or firm up Social Secu- 
rity. We in Congress say this on a daily basis in speeches we give 
or whatever. And then it gets down to the specifics of how do we 
do this? I realize that is a little beyond perhaps the context of this 
meeting. But you mentioned it. And I would be curious as to 
whether you have any specific ideas about how to so-called shore 
up Social Security. 

Ms. Munnell. Shore up Social Security. People say oh, we can 
do some with tax cuts, benefit cuts, and some with tax increases. 
Social Security replacement rates are going down under current 
law as the normal retirement age goes from 65 to 66 to 67. For peo- 
ple who continue to retire at 62, you are going to see very low lev- 
els of replacement. And they do tend to retire at 62. 

So I think that anything that cuts benefits any further is really 
dangerous and is going to put people at risk. But there is no free 
lunch. I don’t think people are going to grow ourselves out of it. So 
that means more revenues in somehow. 

And, you know, you put in the estate tax. I would change the 
COLA. I would actually index the full retirement age to longevity, 
and then maybe put in some more payroll taxes. 

But I think it is important to maintain it as the backbone of our 
retirement income system. We have seen that we really need it. 
And we should do what we have to do to fix it. 

Mr. Castle. Thank you. 

Mr. Baker. If I could quickly point out the small free lunch. 



58 


Mr. Stevens. I think that I was asked the question as well, if 
I could respond. 

Mr. Baker. Okay. 

Mr. Stevens. We do not have a plan to fix Social Security. I con- 
sider it a bit above our pay grade. I would say that we have never 
supported the idea of private accounts in Social Security. We be- 
lieve that the Social Security system should essentially stay the 
system that our grandfathers knew and grandmothers. It is the 
best inflation-adjusted annuity that anyone will ever, ever receive. 
And it ought to be maintained as such. 

Among individuals who are over age 65 and who are no longer 
working, the bottom 50 percent ranked by income get 86 percent 
of their income from Social Security. That is not new. That has 
been the same since 1980. And it is very important to maintain 
that stability of income and replacement value for the lower income 
workers in the United States. 

Mr. Castle. Thank you. 

Mr. Baker, do you wish to comment on that? 

Mr. Baker. Yes, very quickly. Just the sort of pseudo-free lunch 
I was going to refer to is that one of the problems facing the pro- 
gram was that we had an increasing portion of wage income going 
over the wage cap as there had been an upward redistribution of 
income over the last 30 years. 

There is early evidence thus far that that redistribution is being 
reversed. In other words, there has been a big increase in wages 
for those at middle and bottom. If that persists, then we don’t have 
enough data yet to say that will be true. If that persists, that will 
substantially reduce the projected shortfall in the program, since 
more income will be subject to the tax. A larger portion of wage in- 
come will be subject to the tax. 

We don’t know that will stay the case. But at least, thus far, it 
looks like that was one outcome of this crisis. 

Mr. Castle. I hope you are right. Although the crisis makes me 
nervous, perhaps that is not going to happen. But let me ask you 
another question, Mr. Baker. I think you said that the Federal Re- 
serve should combat asset bubbles. Is that correct? And if so, how 
should the Federal Reserve combat asset bubbles? 

Mr. Baker. Well, I did say that. And I think the Federal Reserve 
has a variety of tools that it can use. But the first tool that I would 
have used if you were going to make me Federal Reserve Board 
chair 

Mr. Castle. Yes. We will do that temporarily. 

Mr. Baker [continuing]. Would have been to basically use the 
bully pulpit of the fed, to use their congressional testimonies, use 
their other public speaking opportunities to call attention to the 
misalignment of asset prices and the fundamental realities. 

I think it was easy to see that in the case of both the stock and 
the housing bubbles. You had very clear evidence that these prices 
were out of line. 

Yet, if Chairman Greenspan had used his public speaking oppor- 
tunities as occasions to point that out, backed it up with research 
from the fed, so I don’t just mean mumbling irrational exuberance. 
I mean, pointing out here is why real estate prices are out of line 
with the fundamentals in the market, you will end badly. If he had 
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used his bully pulpit to do that repeatedly, I think it could have 
had a very large impact. 

Now, obviously they have regulatory authority. They could have 
prevented a lot of the bad mortgages that we saw and that contrib- 
uted to this. But first and foremost, I think that bully pulpit is ex- 
tremely valuable. And he wasted the opportunity to use it. 

Mr. Castle. Does that pertain to others, like members of Con- 
gress, chair of the committee and the president of the United 
States. I mean, it is to just the Federal Reserve in other words. It 
is 

Mr. Baker. Absolutely. I mean, this was the most important 
problem, economic problem, facing the country over the last 5 or 6 
years by far. I mean, everything else that we — and I am not saying 
this in retrospect. I was saying this at the time. Everything else 
by comparison is really small change. 

Mr. Castle. Very quickly. Dr. Munnell, I came in the middle of 
your testimony. But I think you talked about another tier of up to 
20 percent before retirement or something of that nature. In other 
words, it sounded like a new program. And maybe it was in your 
writing, which I haven’t read. But can you briefly tell us what that 
is all about? 

Ms. Munnell. Yes. I firmly believe that just having 401(k) 
plans, no matter how good you try to make them, and Social Secu- 
rity as the only two components of our retirement income system 
is not going to provide people with enough money. I think that peo- 
ple at the low end, who are going to get less from Social Security 
going forward, are going to need something more. And I think that 
people with 401(k) plans are also going to need more than just 
these balances that they have now. 

And so I think we need a new tier across the income groups for 
everybody, and let the poor old 401(k) plans go back to what they 
originally were, which were sort of supplementary plans, almost 
play money, for people who had solid coverage to being with. 

They weren’t designed for this. And we keep trying to tweak 
them to make the work better. And they do work a little better. 
But they are still flawed. 

Chairman Miller. Mrs. McCarthy. 

Mr. Stevens. Mr. Chairman, could I 

Chairman Miller. I am going to move along here. I mean, we 
will try to figure out how to get your comments here. 

Mrs. McCarthy. 

Mrs. McCarthy. I want to thank the panel for the information. 
It has been very helpful. One of the things that I would like to go 
into a little bit deeper. 

Mr. Stevens, I know you basically support financial literacy pro- 
grams, which is something that I am trying to work on Financial 
Service Committee to get all that in. It has been a battle for a 
number of years. 

But one of the things that you spoke about was the importance 
of relaxing the required minimum distributions rules individually 
age 70 V 2 . As you point out. Congress worked in a bipartisan man- 
ner to suspend the rules for 2009. And you are talking about basi- 
cally making that permanent or a lock-in for the losses. 
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Could you elaborate why Congress should consider an extension 
of the minimum distribution or waiver or permanent raising the 
age trigger from the current 70 V 2 and anybody else that wants to 
jump in? 

Mr. Stevens. Yes, ma’am. Thank you. The 70 V 2 age at which re- 
quired minimum distributions are triggered now has been the 
standard for many, many years. In the meantime, life expectancy 
has grown. And it seems to us a very reasonable accommodation 
to Americans in retirement, who are trying to manage their assets, 
to give them more time before they are required by law to begin 
drawing down their retirement account balances. 

When we asked people about this, fully 60 percent responded 
that the only reason that they were withdrawing from their retire- 
ment accounts was because they had reached that magic age. And 
the law required them to do so. 

So obviously, there are many Americans who are in a position 
where they can husband these assets for a longer period of time. 
And given life expectancy and given other pressures on retirement 
assets, we ought to help them do so. 

Mrs. McCarthy. Does anybody else have an answer to that? 

Ms. Munnell. I would support looking at it. But the reason it 
is there in the first place is that so these aren’t estate planning 
tools. So perhaps we can make the age later. But I think that it 
would require careful study. And you definitely want some age. 

Mr. Baker. Just very quickly, I think the concern about locking 
in losses is perhaps exaggerated, because keep in mind, you only 
have to cash out at 6 percent. It is a relatively small share. I think 
you would find very few people who will reach the age of 70, who 
are invested 100 percent in equities. In other words, almost all of 
them would have enough in bonds or money funds. But they would 
be able to meet that distribution requirement without touching 
their equities. 

Mr. Stevens. No, my point was not their locking in losses, but 
their having to withdraw from their accounts however they are in- 
vested. 

Mrs. McCarthy. I will yield back the balance of my time. 

Chairman Miller. Mr. Guthrie. 

Mr. Guthrie. Thank you, Mr. Chairman. And thank you for con- 
ducting this meeting. This is extremely important for people I 
know of Now that we have changed the systems, and then they 
have changed. And people are now mostly not in defined benefits. 
They are approaching retirement age, a lot of people in that group. 
So I know this is important, and they are facing this. 

And Mr. Stevens, you were going to make a comment to Mr. Cas- 
tle and didn’t have the opportunity to make. We ran out of time. 
Did you get to make that? If so, I would give you the opportunity 
to do so. 

Mr. Stevens. I didn’t. Thank you very much. No, much of what 
you have heard this morning assumes that there was a point in 
time when the vast majority of working Americans enjoyed the 
benefit of a defined benefit plan. This is a nostalgia we have, I 
think, as a country, and understandably, for an age that never ex- 
isted. 
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Before 401(k)s came online, and then rise of the defined contribu- 
tion system, only 16 percent of Americans in retirement, 16 per- 
cent, received any payment from a private pension plan. And the 
payment in today’s dollars represented $6,000. So the golden age 
of the gold watch simply never existed. 

So the idea that somehow or other defined contribution plans 
came and displaced this wonderful paternalistic system of defined 
benefit arrangements is simply not true. 

Mr. Guthrie. Anybody else want to comment on that? 

Ms. Munnell. Can I just respond to that? I mean, there were 
a period in which everyone who had a pension did have a defined 
benefit plan. And that has changed to a situation where everyone 
has a pension has the defined contribution plan. The defined ben- 
efit plans weren’t perfect. But one has really displaced the other. 

Mr. Guthrie. So the comment is, if you had a pension, you had 
defined benefit. 

Ms. Munnell. Yes. 

Mr. Guthrie. But still, 16 percent had pensions, if that number 
is correct. The 16 percent is what 

Mr. Stevens. Or the inverse is 84 percent had no form of pen- 
sion. And you have to think of what defined contribution has done 
to enlarge some pension provision for working Americans. And that 
was my point. 

Ms. Munnell. Can I just add one comment? 

Mr. Guthrie. Sure. 

Ms. Munnell. If you take a snapshot of the private sector work 
force at any period of time, and this has been true from the 1970s 
right to the present, roughly half of the people have any employer- 
provided pension of any sort. And in the old days, 1980s, those 
were defined benefit plans. Today, they are defined contribution 
plans. 

So the percent of population with anything has not changed. But 
the nature of what they have has changed. 

Mr. Guthrie. Thank you. One more, and then I guess I will yield 
back after this comment. 

Mr. Stevens. I think it is important to understand too that, in 
the traditional defined benefit system, you had to spend a long 
time at a single employer, and then retire from that employer to 
get the pension benefit. The reason defined contribution plans have 
become so popular really has to do with the fact that that is not 
the working model any longer. Individuals will have seven to eight 
different employers during the course of their lifetime. So the DC 
plan is a better fit, in our judgment at least, then the conventional 
DB plan. 

Mr. Guthrie. Thank you. 

Thank you, Mr. Chairman. I yield back. 

Chairman Miller. Mr. Wu. Mr. Wu is not here. 

Marcia Fudge. No questions? 

Mr. Bishop is not here. 

Mr. Sestak, there you are. The gentleman is recognized for 5 
minutes. 

Mr. Sestak. Thanks, Mr. Chairman. 

Mr. Bogle, if I 
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Chairman Miller. Why don’t you see if you can use Ms. Hirono’s 
mic? 

Mr. Bogle. Congratulations. 

Mr. Sestak. Can you hear me now? 

Mr. Bogle. Yes, we can. 

Chairman Miller. No. 

Mr. Bogle. Well, I can. 

Chairman Miller. Yes, let us. I don’t know why the 

Mr. Sestak. Can you hear me? 

Mr. Bogle. Yes, I can. 

Mr. Sestak [continuing]. Question has make sure that I under- 
stand it. It seems to me as though what you are most interested 
in is trying to spread the risk of investing to the entire group of 
investors. And that is kind of your bottom line that I am taking 
out of it. 

Mr. Bogle. Correct. 

Mr. Sestak. You don’t seem as interested or feel it is as apropos 
to getting to that overall objective by, if I read your testimony 
right, by debundling all of the various fees. That is nice. It is inter- 
esting. We would like to know, if we don’t know, that you have an 
expense ratio. But we really don’t know the 0.5 to 1 percent that 
is added on because of transaction costs. You would like to make 
that apparent. 

Further debundling is nice on the margins. What you really want 
to do is spread the risk to the market as a whole. Do I get it right? 

Mr. Bogle. Yes. But I would say, sir, only partially right. And 
that is with respect to the equity risk, it is mathematically correct 
to spread the risk as widely as you can. And then all investors as 
a group will win. Where if they are fighting with each other in the 
marketplace, which is the way the markets work, it is like the ca- 
sino or the racetrack or the lottery, they are going to lose. So yes, 
absolutely correct with respect to the equity. 

However, I don’t think we have given much attention at all here 
today to something we should give a lot of attention to. And that 
is one of the things that went wrong, is that we didn’t spend nearly 
enough time on educating investors about the risks of stocks and 
the need to have a bond component of their retirement plan. And 
for more years, more decades, maybe 30 years, I don’t know how 
many years, I have been saying investors ought to be very con- 
scious of a balanced program. 

Now, I grew up, since 1951, with Wellington Fund, which is a 
balanced fund. And that was my first defined contribution plan in- 
vestment in 1951. So I have been at it for a long, long time. And 
it has worked great. 

But the reality is that, and what I have been saying for at least 
three decades, is your bond position should have something to do 
with your age, because things happen when you get older. I don’t 
want to get into all of them at least. 

But among the things that happen are you have less time to re- 
coup bad times. You have more money at stake. And you probably 
get a little more jumpy when we get the crazy stock markets like 
this one, which is certainly a once-in-a-generation thing. 
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Mr. Sestak. So your proposal would be that your federal retire- 
ment board would mandate the shares that go towards the bond 
index as opposed to the stock index. 

Mr. Bogle. Yes, sir, I do. And however I would, you know, not 
make it rigid; maybe a range in bonds. In other words, if you are 
65, you wouldn’t be bound to 65 percent. If you are 65 years of age, 
you wouldn’t be bound to 65 percent in bonds. But maybe some- 
where between 50 and 80 percent, depending on your own require- 
ments. 

Mr. Sestak. And 

Mr. Bogle. And just to get a little protection against these 
things that happen in this life, that we don’t expect. 

Mr. Sestak. The last question I had, again for my edification is, 
in your great article “Black Swan,” you called it an expectations 
market. But I think here, in your testimony, you call it the phan- 
tom. My question is, if you really do move towards an index-type 
of an approach, hearing your testimony, you talked about between 
1999 and today, we actually had, I think, a 7 or 8 percent loss on 
the stock market when you know, in reality, rather than the 12 
percent that had gone from 1975 to 1999. 

How do you remove the, what you called the coop year from that? 
I mean, is it because everything is an index fund? Or you just let 
those that still want to go over to the non-index that you still with 
the 

Mr. Bogle. Well, as a reality, and we in the financial system I 
don’t think honor that reality very well. And that reality is that 
stock returns come and go. But in the long run, the whole idea of 
investing in equities, just working on that part of the portfolio is 
to capture the returns that are developed by American businesses, 
I said in my statement the dividend yields and the earnings 
growth; because over 100 years, that is a 100 percent of the return 
that you get if you invest in stocks before those costs are taken out. 

The problem is the markets go into these crazes of speculation, 
irrational exuberance, call them what you will, where we had two 
consecutive decades, in the 1980s and 1990s, where we had the 
price earnings multiple, which is speculation, how much people will 
pay for a dollar of earnings. And it went from 10 to 20 to 40. And 
at 40, buying stocks is basically a bad joke. You can’t recover from 
that. 

So we are now coming back. Unfortunately the earnings are fad- 
ing away at this moment in time. But that will take are of itself 
in time. But we have to focus on investment return and try and 
avoid getting captivated by the speculative return. And yet, in all 
the data you see from the industry, they just ignore what I would 
call the, as I did in my statement, these phantom returns that mar- 
kets periodically develop and have been developing, you know, 
since — or maybe even before that, maybe since Ancient Greece as 
far as I know. 

Chairman Miller. Mr. Polis. 

Mr. Polis. No additional questions, Mr. Chairman. 

Chairman Miller. Ms. Shea-Porter. 

Ms. Shea-Porter. There we go. I have a couple of questions. 
First, Dr. Munnell, I heard you talking about raising the age for 
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retirement. And if I heard that correctly, what age were you pro- 
posing? 

Ms. Munnell [continuing]. Going to 67. And that means that 
people retiring at 62 , which is when people retire. It is not desir- 
able. But it is when they do retire, are going to get less and less. 

And so that is just huilt in the cake. And it means that, when 
you look at Social Security going forward, people are going to get 
less than they think. The replacement rates are really going to he 
going down over time. So it matters enormously what is on top of 
Social Security. And I just want to repeat again and again, it is my 
view is that 401(k) plans, even fixed-up 401(k) plans, are never 
going to provide people with enough additional money. And we 
need another tier between Social Security and 401(k) plans, so peo- 
ple will have enough in retirement. 

Ms. Shea-Porter. Okay. And do you support raising the cap on 
Social Security so that people at higher incomes pay on the dollars 
like those in the lower incomes do? 

Ms. Munnell. Oh, I think you can raise the cap somewhat. But 
I think that it is really important that there is some link between 
contributions and benefits. I think it really strengthens political 
support for the program. So do it. Yes, it can go up somewhat. But 
do it cautiously. 

Ms. Shea-Porter. Okay, so raising the ages is the direction you 
are looking at. I also wanted to ask you about this new plan, ^^y 
not put everybody into the TSP? Would that work, if you want this 
new layer there, then everybody gets enrolled in the same plan 
that we use? 

Ms. Munnell. I think there are just two issues that are impor- 
tant here. I think that, for this additional tier, I think it is impor- 
tant that it is basically a private sector activity. I think we have 
got Social Security, which will provide a good base. It is pay as you 
go. It is publicly run. 

I think you want to diversify your risk. Pay-as-you-go systems 
have demographic risks. Funded systems have capital risks. And I 
think you want some of each. 

And so I think the TSP is a good model in terms of index funds, 
low-cost. But I think that any private sector firm that could meet 
those should be able to compete for the available monies. 

Ms. Shea-Porter. Okay, thank you. 

And Dr. Baker, I heard you talking about the housing bubble. Is 
there anything else you wanted to add about your testimony that 
you hadn’t been asked before? 

Mr. Baker. Well, I guess I would just emphasize the point that, 
for most middle-income Americans, most of their wealth in retire- 
ment is going to be reflected in their house. And I think we had 
wrongly led many people to believe that that was a secure asset. 

And I think it is very apparent to people today that it is not, 
which to my mind raises the argument to increase the strength of 
the argument for providing some sort of defined benefit plan in ad- 
dition to Social Security, because people do need some security in 
retirement. And not only are they risking it with their 401(k) ac- 
counts, but they were also risking it with their house as well. 

Ms. Shea-Porter. So looking 15 or 20 years out for a couple who 
is just buying a home, your message to them would be plan to live 
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in your house and enjoy your house. But make sure that you have 
something else that it is not going to he the traditional cash cow 
that it was at the end. 

Mr. Baker. Well, simply that there is risk, yes. I mean, certainly 
we hope that housing values will, you know, eventually stabilize 
and that they will at least rise in step with the inflation as they 
have done historically. But people have to recognize that there is 
a big element of risk there. We can’t guarantee that your house 
price will appreciate. And clearly, there always was that regionally. 
So many people, even during normal market times, took a big hit 
on their home values. 

But certainly you can have very erratic movement, as we see in 
house prices. So it is not the rock bed of your retirement. 

Ms. Shea-Porter. Okay, thank you. And I yield back. 

Chairman Miller. Thank you. 

Mr. Altmire. 

Mr. Altmire. Thank you, Mr. Chairman. 

I want to ask Mr. Stevens to get speciflc about a couple things. 
One is you outlined a number of proposals to improve the 401(k) 
system. And you have mentioned specifically in your testimony in- 
creasing automatic features into plans, increasing investor edu- 
cation, ensuring Social Security is on sound footing, as we have dis- 
cussed, and others. And I want to ask you, can you prioritize some 
of those for us? 

Mr. Stevens. Well, it seems to me that, since Social Security is 
the bedrock upon which all retirement planning in the United 
States has got to rest, that as a confidence-building measure in 
Americans’ ultimate retirement security, that is a good place to 
start. 

I would say that there are very specific things that we can do 
about the 401(k) system. And as I indicated, we strongly support 
the chairman’s leadership on improved disclosure and do want to 
work with the committee as you continue to consider those issues 
in this Congress. It is important, at long last, that 401(k) partici- 
pants get the kinds of disclosures that will help them in their in- 
vestment decision making. 

That in a sense is a step towards improved education, informa- 
tion and the like that is a broader national priority. I would think, 
in light of the downturn in the markets, that a similar step that 
we could take now has to do with required minimum distributions. 

Undoubtedly, there are people who are reaching the age of 7 OV 2 
or thereabouts who are saying, boy, I would like these assets to be 
with me a bit longer. But I have got to take them out of my ac- 
count. And so just as we did in sympathy to their plight in 2009, 
we ought to look at what more we can do. 

I think that the committee has the opportunity to seriously con- 
sider the rapid acceptance of these auto features that were char- 
acteristic of a pension protection act. But I think universally are 
now acclaimed as having, not only gotten many more people cov- 
ered by 401(k)s, but increased the level of their contributions. The 
behavioral economics behind them, it seems to me, are dem- 
onstrating their validity. 

And at some point, perhaps in the not-too-distant future, it is 
worth considering that we essentially make a plan that is offered 
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by an employer an opt-out, not an opt-in arrangement. That could 
cover many more people. 

And then finally the toughest thing, Congressman, is how you 
get more of those 50 percent who aren’t covered by a plan in their 
workplace into the system. That raises many, many larger and 
more difficult considerations. But that certainly is something that 
the Congress ought to work on, because there clearly are people 
who do not have the opportunities we would like them to, to invest 
and to save whatever they are able to for retirement. 

Mr. Altmire. And similar to that, you mentioned in your testi- 
mony and again in the Q and A, that 401(k) plan is so successful 
in your opinion, because it integrates both consistent contributions 
and long-term investing, which is what you said in your testimony. 
Can you elaborate on that? And are you trying to make the point 
that savers should take advantage of the benefits of dollar cost 
averaging, which means acquiring more shares during market 
downturns, like we are in now? 

Mr. Stevens. Yes, thank you. And it is actually the point I was 
trying to make in response to the question from Congressman An- 
drews. On page 6 of my written testimony, you have a depiction of 
what happens in a market downturn for consistent participants in 
401(k) accounts. 

Yes, their account balances do dip. But because 401(k) combines 
the power both of consistent savings and potential returns on in- 
vesting, what you see is that the participants’ accounts continue to 
climb at a faster rate than the stock market. 

It is evidence to us, and this is in the context of a market down- 
turn in recent years that was reasonably significant, that if you 
stay the course dollar cost average and continue to save, and real- 
ize the investment potential when the market recovers, that that 
is a very, very powerful mechanism for increasing your retirement 
wealth. And the demonstration of that is for us in the chart in that 
page of my testimony. 

Mr. Altmire. Thank you. 

No further questions, Mr. Chairman. 

Chairman Miller. Mr. Price. 

Dr. Price. Thank you, Mr. Chairman. And I appreciate the pan- 
el’s discussion. I apologize for being late and having a conflict. I 
have heard some of the testimony back in my office and read much 
of it. 

Clearly there is an attractiveness to certain returns. If we re- 
move risk completely, however, we remove reward. I think all 
would agree with that. I wonder, Mr. Stevens, if you might com- 
ment on one of my great concerns has been the role of the federal 
government, and how the federal government can, I believe, step 
over a line that varies, but step over a line, and then result in de- 
creasing return on investment to all folks and specifically in 401(k) 
plans. 

For example, the great discussion that has been going on over 
the past couple of weeks about the nationalization of banks. And 
you see bank stocks decreasing significantly, I believe, because of 
that discussion. Do you have any thoughts as it relates to 401(k) 
plans and the intrusion of the federal government in roles like 
that? 
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Mr. Stevens. Thank you, Congressman. Let me just give one ex- 
ample. And it is the issue that concerns us all about the 
decumulation phase. It is people who are now in retirement. They 
have a stock of retirement assets. And how should they he man- 
aged? 

This is certainly an issue that hoth public policy makers like 
yourselves, people who are outside experts, like my colleagues here, 
participants in the financial community and individuals are wres- 
tling with. My concern is that if government says we have the solu- 
tion that is “it is this, it is nothing but this,” what happens in the 
marketplace is all other experimentation and all other, if you will, 
innovation, competition, et cetera, essentially stops. 

We spend a lot of time thinking about these things. And what 
I believe is that there is no one right solution for everyone at the 
point of retirement. Some of my colleagues here think that we can’t 
trust Americans with their retirement savings. And we need to 
force them to do something, so there is no more risk in their port- 
folio for the balance of their life. 

We talked to the American people in December. Again, markets 
were pretty bad. And they told us, overwhelmingly, we don’t want 
Washington telling us what to do with our investments. 

There is tremendous competition and innovation in the market 
by annuity providers, by asset managers, by the two working in 
tandem to try to give people tools to manage that longevity risk. 
I think we ought to encourage that kind of innovation in the mar- 
ket. It is what has created the strengths of the 401(k) system to 
date. 

And so I would think there are conditions in which competitors 
ought to be encouraged to meet in the marketplace. And govern- 
ment has an important role there. Accountability to the investors, 
transparency in the system. But let us not straightjacket it, be- 
cause ultimately the participants in these plans and American re- 
tirees are going to be the losers. 

Dr. Price. Yes. No, there may be some merit to the American 
public’s concern about the advisability of federal government con- 
trol of whatever they can do with their retirement savings. One of 
the other lines, I think, that we can pass as a nation is to increase 
regulatory burdens so much, that we stifle any flexibility or inge- 
nuity within the market of pension planning, 401(k) planning. 

Do you believe that there is a — what would the consequences be, 
I guess, to employees or employers who would voluntarily choose 
not to participate, if the regulatory burden increases to such an ex- 
tent that they believe that it is a hurdle over which they can’t go? 

Mr. Stevens. Well, it is important to remember that this is a 
voluntary system. Employers are not required to have 401(k) plans. 
They are a benefit that they elect to have and to provide to their 
employees. And I think that one of the persistent problems about 
moving beyond the 50 percent who are covered now into smaller 
and smaller workplaces are the kinds of burdens that employers 
have to bear. 

It is one of the reasons that a lot of the thinking in the, sort of, 
expert community has been dedicated towards simplifying 401(k)s, 
making them less burdensome, more manageable for smaller em- 
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ployers, so that they would have the wherewithal to adopt a plan 
and make it available to their employees. 

And I think that is an important objective. It is one of the spe- 
cific recommendations that we made in our written statement. 

Dr. Price. Are there specific activities that you believe that Con- 
gress ought to avoid in terms of regulatory imposition on 401(k) 
plan? 

Mr. Stevens. I think mandating specific investment options is 
one important one, attempting to manage from Washington all of 
the risk return characteristics that exist in these funds, and essen- 
tially substituting your judgment for the judgment of the employer 
who sponsors the plan. 

The design of the system was a judgment by Congress that the 
employer, as a conscientious fiduciary, held to very high standards, 
is in the best position to make those decisions for his or her work 
force. And that system has had a lot of success. And despite the 
market downturn, we see no reason why it should be overturned. 

Chairman Miller. Mr. Hare. 

Dr. Price. I thank you for your responses. 

Thank you, Mr. Chairman. 

Chairman Miller. Mr. Hare. 

Mr. Hare. Mr. Bogle, I apologize. I missed your testimony. So if 
I am going over something you have already talked about, I hope 
you will bear with me here. It also goes to being 60 years old, evi- 
dently. 

In your testimony, you called our financial system greedy. And 
you pointed out the imbalance between corporations and hedge 
fund managers and the investor who feeds at the bottom of the 
costly food chain of investing. So I have about three questions here. 
And then I will be happy to hear what you have to say. 

What can be done to change this? Do workers have any means 
at all to defend themselves, particularly when they reach their re- 
tirement age, and they see that their 401(k) plans are losing half 
their value, or find out that their employer cannot pay out the 
promises that he or she made? And then finally, what protections 
do they need, do you think, from us? 

Mr. Bogle. Okay, well, let us start off with that. A great advan- 
tage of 401(k)s compared to defined benefit plans, and that is you 
are not at the risk of your employer’s financial security or stability 
and the risk of bankruptcy. 

And if you just take a look, for example. General Motors, you can 
describe that as a corporation with a $75 billion pension plan, sur- 
rounded by a few automobiles. And the few automobiles happen to 
have a market capitalization of something in the range of $1.5 bil- 
lion. Once you get these huge disparities in the system of competi- 
tive capitalism and creative destruction. 

So you could, and I think should, say the decline of the defined 
benefit plan in favor of the defined contribution plan is a plus. 
Now, the pluses for defined contribution are you can take it with 
you when you move jobs. That is very important. You don’t run the 
risk of corporate failure. That is very important. 

You can make your own asset allocations, something I have 
talked about a couple of times here. And that the typical corporate 
plan used to be defined benefit plan, around 60 percent stocks was 
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the convention and 40 percent bonds. But that applied and affected 
the youngest workers and the oldest workers. It was a package. 

In the defined contribution plan, you can set your own allocation, 
gradually building up the bond allocation as you grow older. And 
that is a big plus. The big minus to get back to the first part of 
your question, the big minus in the defined contribution plan is it 
costs about two times or three times or four times as much as the 
defined benefit plan, because we are all paying individually for 
those services, instead of collectively. 

So how do you get away from that? How do you get a better sys- 
tem? Well, there are really just two ways. One, wake up the inves- 
tor to his own economic interest. This is what we can call the invis- 
ible hand solution. 

Now, if we each will just operate in our own best interest, in our 
own economic interest, we will gradually move to a very low-cost, 
certainly an index system over time. And that is the way the mar- 
ket has moved over two or three decades now, first very slowly, and 
then decently rapidly in recent years. So the investor has to be 
aware of owning the market and of keeping costs down. And that 
is a very important part of it. 

The other solution, and I come back to this, and I mentioned it 
in the testimony, is the institutional investors out there, including 
the mutual fund managers, really have not done a very good job 
of protecting the interest of their shareholders. Where were all our 
financial analysts in this industry when Enron went down. Did 
they not know what was going on there? And how about when 
Citibank and AIG went down? 

I don’t think our security analysts, our institutional — I know 
what they are paid all that money for. But they don’t delve very 
deeply. Why aren’t they challenging the corporations out there, 
where are you going to get that 8.5 percent return a year ago? And 
now, it has got to be, obviously, a lot more than that to make up 
for what was lost in that year. 

So the institutional investor is, when you think about it — and 
this is pretty much known. I mean, read brokerage reports on 
money managers that are publicly held. Institutional investing has 
become a game of gathering assets. Why? Because the more assets 
you have, the bigger your fees are. This is not a complicated math- 
ematical equation. 

And therefore, and I almost hate to stomp on innovation. But 
having said that, I would like to stomp on innovation. How much 
innovation can we handle? Do we need more securitization? Do we 
need more credit default swaps? Do we need more collateralized 
debt obligations? Do we need more severing the link between lend- 
ers and mortgage lenders and mortgage borrowers? 

Have those innovations helped us? No, but they sure as heck 
have helped the financial system, which has made billions and bil- 
lions of dollars out of all those innovations. 

So I think, you know, it sounds kind of funny. I am all for tech- 
nology, innovation. I am all for mechanical innovation. I am all for 
engineering innovation. I am all for building a better world through 
innovation. But they ought to take innovation a little bit lightly 
when the idea of innovation in the financial business is to enrich 
the providers rather than enrich the beneficiary. 
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Mr. Hare. Thank you, sir. 

Thank you, Mr. Chairman. 

Chairman Miller. Mr. Scott. 

Mr. Scott. Thank you. Thank you, Mr. Chairman. 

Mr. Bogle, you have indicated one of the advantages of the de- 
fined contribution plan is it is separated from the financial ups and 
downs of the corporation. Why can’t the employee buy a defined 
benefit and still have the separation? Why can’t that be in a sepa- 
rate set-aside account? 

Mr. Bogle. I am not sure it is possible, actually, to set up a de- 
fined benefit plan individual by individual. You are dealing with 
the overall wage profile, future retirement, the future demands on 
the company’s assets. You are dealing with a pool of assets. I just, 
honestly, I haven’t thought about it, sir. 

Mr. Scott. Do you think 

Mr. Bogle. I don’t see how you can have an individual defined 
benefit plan. 

Mr. Scott. You could buy as you go an annuity that kicks in 
when you are 65 and buy shares or something in an annuity and 
make the individual calculations. 

Mr. Bogle. Well, you can do that, of course, sir. But you have 
to realize, particularly in these days of tremors and toxic assets in 
the financial business, that there is no guarantee that annuity pro- 
vider is going to be there when it comes time for your annuity. So 
I think one has to approach a single person taking a single risk 
very differently than, kind of, collectively dealing with longevity 
risk and investment risk. 

Mr. Scott. Well, so 

Mr. Baker. Very quick though, just say I think the public sector 
could have a role there, if you so chose. So you could provide a 
backdrop either to private issuers or to offer it directly. 

Mr. Scott. And this goes to Mr. Bogle’s original point. We are 
kind of all in this together. If you take it all together, it is a lot 
cheaper. We kind of share, spread the wealth. And if you had a 
government backup insurance requiring the insurance companies 
to be solvent, so that the government isn’t taking that much risk, 
but we spread that risk, you could end up with a defined benefit, 
which I think a lot of people like. 

You know what you are going to get. The stock market isn’t 
going to up and down. You don’t have to care. 

We heard that, on average, market goes up and down, drops 20 
points on average, we are still okay. Well, that is fine, unless you 
are a couple of years from retirement. If you are 15 years from re- 
tirement, you know, up and down 20 percent, actually the lower it 
gets, the cheaper you are buying in. So that works out fine. 

But one of the things that people like about Social Security is 
they know what they are going to get. They don’t have to worry 
about the finances. They don’t have to worry about the company 
going up and down. They know what they are going to get. 

And when we talk about trying to invent this thing right above 
Social Security, again, isn’t there some way where we can take ad- 
vantage of the fact that we are all together and improve Social Se- 
curity rather than what they say reform Social Security, which 
means when you get down to it, cut it. You are either going to in- 
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crease the retirement age, or you are going to reduce the COLA. 
You somehow reduce benefits. Can we improve Social Security so 
that we get a little more rather than trying to reinvent the wheel? 

Mr. Bogle. My own opinion is that your ideas about improving 
Social Security are the correct ideas. And Social Security, as other 
speakers have said, is indeed the bedrock of our system, a defined 
benefit plan that we all know and love — I think love. 

The reality is that, when you go beyond that and start making 
contributory retirement plans, such as 401(k), the possibility any 
defined contribution plan is going to be limited to a certain portion 
of the population. To pick a number out of the air, I don’t think 
more than half of our U.S. population can add significantly to their 
retirement income with something that goes on in additional to So- 
cial Security. 

It is very hard to save money when you are making an inflation- 
adjusted $18,000 a year, which I think is about the number, the 
total of the average income adjusted for 1980 dollars today. You 
know, families just can’t do that or perceive they can’t do it. And 
yet, in that group, unfortunately, according to David Brooks, they 
are spending 13 percent of their income on the lottery. And that 
is not what we want. We don’t want to go there today. 

Chairman Miller. Mr. Scott, if I might, I hate to — I told the wit- 
nesses we would be out of there at 12:30. I have Ms. Woolsey, Mr. 
Kucinich, Ms. Hirono yet to ask questions. And I would like to trim 
everybody down here to 3 minutes, because we are leaving at 
12:30. So you can take 3 minutes or no minutes or whatever you 
want to do. 

Mr. Scott. Can I forward a question and not get an answer 
and 

Chairman Miller. Yes. 

Mr. Scott [continuing]. Maybe they could respond in writing. 
The present taxation of dividends and capital gains is at a historic 
low. If you put your money into a tax-sheltered account, when you 
pull out the profits, you are paying regular income. Could you 
make some comments about how valuable the tax-deferred ac- 
counts are when actually your tax rate on the profits might go up. 

Chairman Miller. We are going to take those off the air, as they 
say. We will submit those questions to you in writing. If you could 
get back to the committee, I would appreciate that. 

Mr. Bogle. I would be happy to do that. 

Chairman Miller. Ms. Woolsey. 

Ms. Woolsey. Thank you, Mr. Chairman. 

Chairman Miller. For 3 minutes. 

Ms. Woolsey. Aren’t we glad that Social Security was not 
privatized and invested in the stock market right now. 

Mr. Bogle. That is an innovation we didn’t need. 

Ms. Woolsey. That wasn’t. 

Ms. Munnell. Exactly. 

Ms. Woolsey. You are absolutely right. But Social Security, to 
me, was intended, from what I understand, to be a floor, a safety 
net that people could count on. But they can’t live on it. Who can 
live on Social Security? And the — who are forced to live on Social 
Security, and look how they have to live. 
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So I am sorry that I missed your testimony. Has there heen a 
thread among the four of you that is common between all four of 
you that would set us in a better direction, so that we can have 
our Social Security, and then have a life beyond it? 

Ms. Munnell. I think there is a general consensus that we need 
to restore balance to Social Security. I would like to think there is 
a general consensus that we shouldn’t cut back on Social Security 
benefits, so that means putting more resources into the program. 

I think where this panel really divides is that can we have 
401(k)s as the only supplement to Social Security? Some people 
think yes. I think absolutely not. Even if we fix them up, make 
them more automatic, we hear all these good things about what a 
success the system has been. But we also have really, really good 
data on how much money people have in these plans. And the Fed- 
eral Reserve just released a new survey showing that people ap- 
proaching retirement have $60,000 in these plans. 

Now, the system hasn’t been in forever. But that is not a lot of 
money. And even if you take into account the money that is rolled 
over into IRAs, the figure is only a little bit higher. So there just 
hasn’t been a lot of money in these plans. I don’t think these plans 
are ever going to be adequate. And I think we need more retire- 
ment saving, a new system. 

Ms. WOOLSEY. Dr. Baker. 

Mr. Baker. I would agree with Dr. Munnell that I think we need 
some additional account. And I was arguing the case for having 
some sort of guaranteed benefit that would be offered on a vol- 
untary basis by the government, a contributory account. I was giv- 
ing $1,000 per worker per year as sort of the target that we would 
be looking to as a modest supplement to Social Security. 

Ms. WooLSEY. Okay. 

Mr. Stevens. 

Mr. Stevens. Yes, and just to clarify, we do in fact think that 
the 401(k) system can work to contribute an enormous amount of 
pre-retirement income. And it is absolutely true, as Dr. Munnell 
said, the people that we are talking about today, with that $60,000 
account, or whatever its balance is, have not been in the 401(k) 
system by and large through their working life. That figure also 
doesn’t take into account what other financial resources they may 
have, by the way. 

When we modeled based upon the EBRI/ICI database, which is 
the largest database of actual 401(k) accounts that is subject to re- 
search in the United States. And we asked on the basis of normal 
behaviors, not optimal behaviors 

Chairman Miller. Mr. Stevens, we are going to wrap up here. 
We are going to take you 

Mr. Stevens. I will, Mr. Chairman. Normal behaviors over a 
working life, you can get a very substantial replacement of your 
pre-retirement income, which with Social Security, will mean re- 
tirement adequacy. 

Chairman Miller. Ms. Hirono for 3 minutes. 

Ms. Hirono. Thank you, Mr. Chairman. 

I like the idea that we are going to need another tier besides So- 
cial Security and the 401(k)s. And so obviously I like Dr. Baker’s 
idea. And I was curious to know, Ms. Munnell, why you thought 
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that this tier that Dr. Baker talked about should be done by the 
private sector, since part of the attraction of what Dr. Baker is sug- 
gesting is that there would be a guaranteed return. And would the 
private sector be able to guarantee a return? 

Ms. Munnell. I think we would all like to have a guaranteed re- 
turn. 

Ms. Hirono. a modest return. 

Ms. Munnell. It would be very nice to have 20 percent that you 
knew that you were going to get for sure. The concept of guaran- 
tees is very hard. You really need a very high guarantee of return 
to make it worthwhile. If we had had a guaranteed return of 2 or 
3 percent, it would never have kicked in once during the last 84 
years. And so it would not have had any impact. 

To have had any impact, you really need this very huge guaran- 
teed return. And the financial literature says you can’t do it, unless 
you can figure out some way to argue that government has a dif- 
ferent set of preferences than individuals. 

So I think guarantees would be wonderful. Risk-sharing of some 
sort, like it may be the Netherlands or in Canada, would be good. 
But I think we need a second tier above Social Security that is sub- 
stantial, that is reliable, that maybe is not absolutely guaranteed, 
but is more secure than what people have in 401(k) plans. 

Ms. Hirono. Well, I am not an — ^but I just don’t think that in 
this environment, that people are looking for a guarantee of a 20 
percent. You know, if you can get a ^arantee of 

Ms. Munnell. No, I was talking six. 

Ms. Hirono. Six, okay. Or even six, I think that sounds like a 
lot to me. I think there are a lot of employees who would want to 
be able to contribute in a voluntary way to a modest addition to 
their Social Security. These are not the folks that are going to get 
into 401(k)s, et cetera. So, you know, if the major concern you have 
is what is the level of guarantee that will induce people to partici- 
pate in a voluntary tier program like this, a second tier program, 
then I guess, you know, we can go somewhere with this idea. So 
thank you. 

Chairman Miller. Mr. Kucinich, 3 minutes. 

Mr. Kucinich. Thank you. 

I would like to address these remarks to the panelists. But par- 
ticularly I would be interested to see what Mr. Bogle and Mr. 
Baker would have to say about these observations. 

I heard your testimony. I have re-read it. And with the decline 
in house values, the decline in the value of defined pension plans, 
decline in the value of 401(k)s, workers losing jobs and health care 
benefits connected with that, and with the understanding that we 
have an aging work force, more and more elderly are in — ^you know, 
the work force is aging more other than work force, and also com- 
prising more of the jobless. 

Are we looking at our baby boomer generation, which is going to 
be driven into poverty unless we come up with some corrections in 
our health care, protecting Social Security and some kind of annual 
benefit that is guaranteed? Mr. Bogle, Mr. Baker. 

Mr. Bogle. Okay, let me start by saying that I don’t think we 
are looking at a benefits-less, poverty kind of a situation. I know 
that the markets are kind of unusual. When they are going up, we 
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think they are going to go up forever. And now that they are going 
down, we think they are going to go down forever. That is not the 
case. 

I mean, value gets created when stocks drop by 55 percent. Divi- 
dend yields are higher. Price earnings multiples are lower. The 
ratio of the price of the stock to its tangible book value, all that 
plant and equipment, technology, all those things, get much more 
attractive. 

So having had two great decades for stocks, too great, that was 
the phantom return I talked about in my testimony. And then a 
terrible decade, which should not surprise anybody. I mean, this 
was predictable. I mean, I have speeches I gave at the beginning 
of the — not saying that it was going to be this bad, but saying you 
can be looking for 2 or 3 percent return on stocks. 

Mr. Kucinich. Mr. Baker, does what goes down must come up? 

Mr. Baker. Well, it depends what level you are looking at. I 
think in many cases, we were correcting from exaggerated heights. 
Certainly that was the case in housing markets. I wouldn’t make 
any bets on the housing market rising more rapidly than inflation 
over, you know, some time to come. In fact, I hope it would not, 
because I am not in favor of an unaffordable housing policy. 

In terms of the stock market, I think market stock prices are de- 
pressed. But the fact is, most of the baby boomer cohort doesn’t 
have very much by way of stock. And they are not going to be able 
to accumulate very much in the years they have left in the work 
force. 

Mr. Kucinich. Unless we make corrections? Are we looking at a 
lot of baby boomers put in poverty? That is what I am 

Mr. Baker. I would say yes. And in particular, you have a lot 
of people running around this town who want to further cut the 
benefits that baby boomers have in the name of generational eq- 
uity, which is rather perverse to me. 

Mr. Kucinich. Okay. 

Thank you, Mr. Chairman. 

Chairman Miller. Thank you very much. 

Let me again thank the panel for all of your insights here in an- 
swering the questions of the members of the committee. I think 
this has been a great kickoff to this continued inquiry on pension 
security by the committee that will be led by Congressman An- 
drews. 

I would like to, without objection, submit for the record the fol- 
lowing documents for this hearing, one by the Investment Company 
Institution on 10 Myths about 401(k)s, a statement for the record 
by Matthew Hutchison, an independent pension fiduciary, a state- 
ment from the American Society of Pension Professionals and Actu- 
aries, and a statement from the Profit-Sharing Council of America 
to be included in the record, if there is no objection. Hearing none, 
so ordered. 

[The information follows:] 

10 Myths About 401(k)s — ^And the Facts 

401(K)S AND THE FINANCIAL CRISIS 

MYTH No. 1: Thanks to the financial crisis, Americans are bailing out of their 
401(k) plans. 
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FACT: Americans are not abandoning their 401(k)s. 

True, 401(k) accounts have been hard-hit by the broad economic downturn. One 
large recordkeeper reports that the average balance in accounts it administers 
dropped 27 percent in 2008. 

But these losses are not driving Americans out of their 401(k)s. ICI’s study of 22.5 
million defined-contribution (DC) accounts shows that only 3 percent of plan partici- 
pants had stopped making contributions through October 2008. Only 3.7 percent of 
plan participants had taken withdrawals from their participant-directed retirement 
plans, including 1.2 percent who had taken hardship withdrawals. This level of 
withdrawal activity is in line with past years’ experiences. Recent loan activity is 
also in line with historical experience: in 2008, 15 percent of participants had out- 
standing loans, compared to 13 to 17 percent with loans in annual studies since 
1996. Most loans tended to be small, amounting in 2007 to 12 percent of the remain- 
ing account balance, on average. 

Retirement-saving assets are down — in all forms of accounts — because the stock 
market is down, not because of any fundamental flaw in 401(k)s. In fact, thanks to 
diversification and ongoing contributions, the average account fared better in 2008 
than the S&P 500, which was down 38 percent. 

MYTH No. 2: Americans have lost confidence in the 401(k) system. 

FACT: Americans of all income groups support 401(k)s. 

A comprehensive survey of 3,000 American households, conducted by ICI from Oc- 
tober to December 2008, shows that Americans of all income groups support 401(k)s. 
Even among households that don’t currently own DC plans or Individual Retirement 
Accounts, large majorities support the teix incentives for these retirement savings 
plans. More than 80 percent of DC-owning households agreed that the “immediate 
tax savings from my retirement plan are a big incentive to contribute.” More than 
half of the lowest-income households — those making less than $30,000 — say they 
probably would not invest for retirement at all if they didn’t have a plan at work. 

MYTH No. 3: 401(k) savers have suffered much greater losses than other retirement 
investors. 

FACT: There is no shelter from the market storm: All retirement plans have seen 
their assets fall. 

All retirement plans — DC plans, defined benefit (DB) plans, state and local gov- 
ernment retirement plans, and IRAs — are long-term savings vehicles and invest a 
large share of their assets in equities. Thus, they all have suffered in the market 
turmoil. The latest data available, from the first three quarters of 2008, show that 
the assets of private-sector and state and local government DB plans were down 14 
percent, and IRA assets were down 13 percent. Assets of 401(k) plans fell somewhat 
less, by about 11 percent, and 403(b) plan assets were down 10 percent over the 
first three quarters of 2008. Over the same period, the S&P 500 total return index 
was down 19 percent. 

401(K)S’ ROLE IN RETIREMENT 

MYTH No. 4: Before 401(k)s, most workers had defined benefit plans offering guar- 
anteed, risk-free benefits. 

FACT: Defined benefit pensions never were universal or risk-free. 

In 1981, before the creation of 401(k)s, not one in five retirees received any bene- 
fits from a private-sector pension. For those who did, their median benefit was 
$6,000 a year in today’s dollars. The golden age of the golden watch never existed. 

MYTH No. 5: DB plans are fairer to workers and would protect them from the 
market turmoil. 

FACT: Today’s lower-income workers get better coverage — and more portable ben- 
efits — thanks to DC plans. 

Today, lower-income workers are more likely to be covered by 401(k) or other DC 
plans than by DB plans: 19 percent of working age households earning less than 
$25,000 have a DC plan, versus only 7 percent with a DB plan. For working age 
households earning $25,000 to $34,999, 42 percent have DC plans, versus 17 percent 
with DB plans. 

Although defined benefit plans will and should continue to be an important com- 
ponent of the private-sector retirement plan system, they are not the answer to the 
insecurity created by today’s markets. As noted, DB plan assets have fallen along 
with all other retirement assets. And DB plans expose workers to other forms of 
risk, such as the risk that the sponsor will freeze workers’ benefits (by freezing the 
plan, terminating the plan, or going out of business) or that a worker will lose or 
change jobs without accruing significant DB benefits. For today’s typical worker — 
who will hold seven or more jobs in his or her career — DB plans can be a poor fit. 
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401(K)S AND FEES 

MYTH No. 6: Participants in 401(k) plans pay exorbitant fees, up to 5 percent of 
assets. 

FACT: The numbers bandied about by critics of the 401(k) system vastly exag- 
gerate the fees that most plans charge. 

In fact, the fees that employers and participants pay are very reasonable. ICI and 
Deloitte Consulting LLP recently compiled a detailed survey of fees paid by 130 
plans of various sizes, and using various recordkeeping models. The survey found 
that the median all-in fee — covering investment, recordkeeping, administration and 
plan sponsor and participant service expenses — was 0.72 percent of total assets in 
2008. In dollar terms, based on the average account size, the median fee per partici- 
pant was $346 a year. While fees vary across the market, 90 percent of all plans 
surveyed had an all-in fee of 1.72 percent or less. 

Half of all 401(k) assets are invested in mutual funds. ICI research shows that 
401(k) investors concentrate their assets in low-cost mutual funds. The average 
asset-weighted total expense ratio incurred by 401(k) investors in stock mutual 
funds was 0.74 percent in 2007, substantially less than the industry-wide asset- 
weighted average of 0.86 percent. 

MYTH No. 7: The cost of 401(k)s invested in mutual funds is substantially under- 
stated because funds don’t disclose trading costs — a hidden and excessive fee. 

FACT: Funds follow SEC rules on disclosing trading costs — and fund managers 
have strong legal and market incentives to minimize those costs. 

All investment products — commingled trusts, separate accounts, exchange-traded 
funds (ETFs), mutual funds, and others — incur both explicit and implicit costs in 
buying, holding, and selling portfolio securities. Brokerage commissions are the 
most obvious and easily calculated trading cost. Other trading costs — market impact 
costs and opportunity costs — cannot be measured as easily or accurately. 

The Investment Advisers Act of 1940 requires all mutual fund managers to seek 
“best execution” of trades, a standard that requires close attention to total trading 
costs. Further, trading costs directly affect a fund’s performance — the most impor- 
tant consideration that most investors use to judge funds. So fund managers have 
strong legal and market incentives to minimize these costs. 

The SEC has examined disclosure of trading costs repeatedly and has concluded 
that the portfolio turnover rate, which measures how often a fund “turns over” its 
securities holdings, is the best proxy for trading costs. Recent changes to mutual 
fund disclosure rules make the disclosure of portfolio turnover more prominent in 
fund prospectuses. Mutual funds also make available to investors, including retire- 
ment plans, detailed information on their total brokerage commissions and trading 
policies. 

ICI research shows that 401(k) investors in mutual funds tend to own funds with 
low turnover rates. The asset-weighted turnover rate experienced in stock mutual 
funds held in 401(k) accounts was 44 percent in 2007, compared to 51 percent for 
all stock funds. 

MYTH No. 8: The mutual fund industry opposes disclosure of401(k) fees. 

FACT: Mutual funds have more comprehensive disclosure than any other invest- 
ment option available in 401(k) plans, and have strongly supported improved disclo- 
sure. 

Under the securities laws, mutual funds must and do provide robust disclosure 
of fees and other information of importance to their investors. ICI and its member 
funds have advocated for better disclosure in retirement plans for more than 30 
years. In 1976 — at the dawn of the ERISA era and before 401(k) plans even ex- 
isted — ICI sent a letter to the Department of Labor arguing that participants in par- 
ticipant-directed plans should receive “complete, up-to-date information about plan 
investment options.” ICI has continued to advocate that participants in all plans re- 
ceive key information — not just on fees, but also including data on investment objec- 
tives, risks, and historical performance — for all products offered in 401(k) plans. ICI 
strongly supports the comprehensive fee disclosure agenda the Department of Labor 
is pursuing. 


401(K)S AND SMART INVESTING 

MYTH No. 9: Participants should base their choices among investment options in 
their 401(k) plan solely on the options’ fees. 

FACT: Fees are only one factor participants should weigh in meeting their savings 
goals. 
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The most important task for a 401(k) participant is to construct a diversified ac- 
count with an asset allocation appropriate for the participant’s savings goals. Fees 
and expenses are only one piece of necessary information and should always be con- 
sidered along with other key information, including investment objectives, historical 
performance, and risks. The lowest-fee options in many plans often are those with 
relatively low long-term returns (for example, a money market fund) or higher risk 
(such as employer stock). Most employees will fare poorly if they invest solely in 
these low-fee options without regard to the risks or historical performance. 

Participants must be told that fees are only one factor in making prudent invest- 
ment decisions — and must be shown the importance of other factors by presenting 
fees in context. For example, any disclosure associated with employer stock also 
should describe the risks of failing to diversify and concentrating retirement assets 
in shares of a single company (especially when that company is also the source of 
an employee’s earned income). 

MYTH No. 10: 401(k) savers should only invest in index funds because they are 
always superior to actively managed funds. 

FACT: Index funds are a good option — but aren’t necessarily a “one-stop” solution. 

Mutual funds were the first to make index investing broadly available to indi- 
vidual investors more than three decades ago, and today there are hundreds of 
index mutual funds available in the market. Index funds are innovative investments 
that are appropriate for many investors in many situations. 

But index funds are not necessarily a “one-stop” solution for retirement investing. 
Index funds vary widely in their choice of index, which leads to widely varying risks 
and returns. No one index fund is right for all investors in all markets. 

Index funds are hardly immune from market downturns. One of the largest in- 
dexed investments, the Federal Thrift Savings Plan’s C Fund, which attempts to 
track the S&P 500 index, was down 37 percent in 2008. The TSP’s indexed I Fund, 
which attempts to track the Morgan Stanley Capital International EAFE Index, was 
down 42 percent. 

Actively managed funds, like index funds, can be excellent investments. The re- 
turns that investors receive on either kind of fund will depend heavily on the mix 
of actively managed and index funds that is considered, as well as the period over 
which returns are measured. For example, ICI examined the top 10 mutual funds 
(in terms of 401(k) assets) in 1997, which included some actively managed funds 
and some index funds. Over the 10-year period to 2007, an investment made at 
year-end 1997 in those actively managed funds would have earned a higher return 
(6.82 percent, net of fees) than a comparable investment made in the index funds 
(5.83 percent, again net of fees). 

Employers recognize the benefits of both forms of investing when they select 
menus of investment options for 401(k) plans. A survey by the Profit Sharing/401k 
Council of America found that 70 percent of plans offered a domestic equity index 
investment option in 2007. These are decisions properly left to plan sponsors — fidu- 
ciaries who are held to ERISA’s stringent standards. 


Prepared Statement of Matthew D. Hutcheson, Independent Pension 

Fiduciary 

FIVE STEPS TO RESTORING TRUST IN THE 401(K) SYSTEM 


Introduction 

It is widely accepted that 401(k) and similar arrangements are the way most 
Americans will invest for retirement. Therefore, it is incumbent upon us all to be 
absolutely certain there are no unnecessary obstacles (whether intentional or unin- 
tentional) to its long-term success. 

The 401(k) concept is excellent. It has always had great potential, but that poten- 
tial was sacrificed on Wall Street’s altar of greed, corruption, and the 401(k) indus- 
try’s harmful business model. It is not too late for the 401(k), but that will require 
a complete and unequivocal shift in public thinking. In other words, the public — 
including elected representatives, and regulators — must cast off the marketing-in- 
duced stupor that has befallen them. 

It is with a deeply felt commitment to the success of our private retirement sys- 
tem that this statement is shared with the Committee. There are reasons the 401(k) 
is failing. If those reasons are understood and acted upon, the 401(k) can be saved. 
This statement will explain those reasons and what is required to correct and re- 
store the viability of the 401(k) for generations to come. If all six of the steps de- 
scribed herein are not implemented, the 401(k) system will be doomed to medioc- 
rity — and, more likely, continuing failure. 
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Step 1: Elevate stature of 401(k) to the original level contemplated by statute 

“Give a dog a good name and he’ll live up to it.” ^ 

While the 401(k) as a concept is excellent, the way the plan has been interpreted, 
marketed, delivered, implemented and operated is not. The 401(k) is suffering be- 
cause many people inside and outside of the 401(k) and financial services industry 
view its purpose incorrectly. It is seen as a financial product, not a delicate retire- 
ment-incomegenerating system deserving of fiduciary protections and care. 

Many believe that 401(k) plans are nothing more than financial planning or sim- 
ple savings tools. That is incorrect. 401(k) plans are true retirement plans, with all 
the attendant obligations and implications. They must be viewed and operated as 
such for the system to begin to restore the public trust. 

From a statutory perspective, a 401(k) plan is as much a retirement plan as a 
traditional pension plan. Until the 401(k) plan, and the system that it operates 
within is elevated to the intended stature of a “pension henefit plan” under ERISA 
section 3(3) (which is why 401(k) plans are reported as a pension benefit plan on 
form 5500), society and the 401(k) and financial services industry will continue to 
view the 401(k) as being of “lesser” importance and stature. Behavior and attitudes 
toward the 401(k) will follow accordingly. 

The 401(k) needs a fine reputation to live up to, and that can only happen if all 
Americans begin viewing it not as just another financial product, more like E*Trade 
than ERISA, hut as an income-producing mechanism, as correctly stated under 
ERISA, with the ability to financially undergird society as it ages. 

Step 2: Create the right types of safe harbors and incentives 

“Faced with this statutory and regulatory riddle, the Department of Labor 
(“DOL”) and now. Congress, support various investment advice schemes that allow 
plan sponsors to seek fiduciary relief under ERISA section 404(c). Although these 
schemes have the potential to resolve the ERISA section 404(c) dilemma, their 
structural flaws only create more problems — for example, they allow investment ad- 
visors to self-deal and operate despite conflicts of interest. And so the riddle of 
ERISA section 404(c) continues.”^ 

The conventional 401(k) system is not founded solely upon principles that will 
yield favorable results for participants and beneficiaries. Ironically, there are regu- 
latory incentives to produce mediocre or poor results. Nothing has produced more 
chaos and confusion in the 401(k) system than Department of Labor section 
2550.404c-l, commonly referred to as “404(c).” 404(c) is not just one of many prob- 
lems with the 401(k) system. It’s the problem. 

We wouldn’t let our loved ones get on an airplane that does not strictly adhere 
to principles of aeronautical science and physics. And we certainly wouldn’t know- 
ingly let our loved ones ride in an airplane with a missing wing or a visibly cracked 
fuselage. That airplane will surely fall short of its destination; and that fact would 
be obvious long before takeoff. Yet we have a system that permits our loved ones 
to do just that with 401(k) plans operating within the meaning of Department of 
Labor regulation 404(c). In many cases, participants merely guess about which 
funds to invest in, and they often guess wrong. It is commonplace for incomplete 
or sub-optimal portfolios to be randomly selected. Without even realizing it, partici- 
pants choose the wrong funds, or the wrong combination of funds, or the most ex- 
pensive funds — thereby unnecessarily sacrificing years of potential retirement in- 
come. To continue the analogy, they choose a portfolio that is not “flight-worthy.” 
Sadly, they will discover that reality far too late in life, and find that their only op- 
tion is to work harder and longer — perhaps well into their 70’s or even beyond. 

Section 404(c) was not originally meant for 401(k) plans an3rway. It was intended 
for Defined Benefit Plans with after-teix mandatory employee contribution require- 
ments or the precursor to the 401(k) — the Thrift Savings plans that some employers 
sponsored in addition to a traditional Defined Benefit Plan. Since the benefits pro- 
vided under a traditional Defined Benefit Plan were protected by employer funding 
and the PBGC, it mattered far less if a participant made poor decisions with their 
after-tcix mandatory or Thrift Savings account. The number of participants affected 
by 404(c) prior to the creation of the 401(k) is not known — but likely insignificant. 
Perhaps most 401(k) participants today participate in a plan with a section 404(c) 
provision. The drafters of ERISA could not have foreseen how 404(c) would damage 
a system that did not yet exist. ERISA section 404(c) existed prior to the 401(k), 
and its corrosive effects could not have been known. 


1 Attributed to Dale Carnegie 

2 Chicago-Kent Law Review. ERISA Section 404(c) and investment advice: What is an Em- 
ployer or Plan Sponsor to do? Stefanie Kastrinsky. Page 3 May 16, 2005. 
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In 1991, final regulations under 404(c) were issued by the Department of Labor 
as a provision that 401(k) plans could utilize. That regulation was ill-conceived. By 
issuing those regulations, the Department of Labor consigned the 401(k) to medioc- 
rity or worse. It should have been clear that 404(c) should be the exception, not the 
rule — as there were pre-existing laws in place that gave participants the right to 
a well diversified, prudent portfolio. 

The application of 404(c) to 401(k) plans opened the floodgates to the chaos in 
speculation and deviation from sound economic and financial principles — placing the 
burden of “flight-worthiness” on the passenger and taking it away from trained pro- 
fessionals at the airline or the FAA, as it were. 

If trust in the 401(k) system is to be restored, the strangle-hold of 404(c) must 
be broken. That will prevent participants from making incorrect decisions based on 
emotion, ignorance, greed, or all of the above. It will place investment decision-mak- 
ing back where it belongs — with prudent fiduciaries. 

If 404(c) is allowed to remain, it should require a beneficiary waiver before a par- 
ticipant may choose to disregard the portfolios put in place by professional fidu- 
ciaries because the result will almost certainly be less favorable for both the partici- 
pant and the beneficiary. If both agree, so be it. However, a prudent portfolio con- 
structed by an investment fiduciary should be the standard established by law, and 
it should be accompanied by a safe harbor. 

Congress should consider clarifying for the courts that complying with 404(c) re- 
quires affirmative proof that all of its requirements have been satisfied. That of 
course is impossible, because there is no way to determine whether plan partici- 
pants are “informed.” It is the “informed” requirement that gives 404(c) legitimacy, 
not the offering of a broad selection of funds. The Courts have missed that point 
entirely. Since it is impossible to know who is truly informed and who is not, even 
after extensive efforts to provide investor education, 404(c) is simply not viable in 
a system where the overwhelming population of American workers persists in its 
failure to grasp the elementary differences between a stock and a bond.^ Again, 
404(c) could perhaps be the exception, but it is a mistake of massive proportions to 
have permitted it to become the rule. 

“Many Americans, alas, know little about stocks, bonds, and retirement. This is 
the conclusion reached by none other than the companies and organizations that 
would benefit most from a system of private accounts. The Vanguard Group, the Na- 
tional Association of Securities Dealers, the Securities Industry Association, the In- 
vestment Protection Trust, Merrill Lynch, Money magazine, and the Securities and 
Exchange Commission have all done studies or issued reports that reach the same 
general conclusion. To make matters worse, much of the research over the past five 
years has focused on the knowledge of individuals who already own stock and are 
thus presumably more familiar with the workings of financial markets; the research 
has still found severe financial illiteracy.”'* 

Beyond the requirement that participants be “informed,” virtually everyone in the 
401(k) industry knows that only a tiny fraction of any plan actually complies with 
the long list of requirements. Section 404(c) is a waste of time, money, and it is also 
the cause of many billions of dollars wasted each year that otherwise would have 
been legitimately earned by professionally constructed and managed portfolios. 
When employers see a safer route (less fiduciary risk) that also has the promise of 
better results, the system will begin to heal and public trust will be restored. 

An employer that sponsors a 401(k) plan should be assured by a clear, unequivo- 
cal statutory safe harbor for appointing a professional independent fiduciary, acting 
pursuant to sections 3(21) or 3(38) of ERISA, or both. That will do more to protect 
the plan sponsor from fiduciary risk than anything else, and it is consistent with 
the duty of loyalty in a way that participants do not currently enjoy. Such a safe 
harbor would reduce or eliminate conflicts of interest. Results would improve 
through professional application of sound economic and financial principles. No 
longer would America’s employers have to wear two hats and grapple with divided 
loyalties to their shareholders and their 401(k) plan participants. Such a safe harbor 
would restore order to the system. 

Creating better safe harbors and other incentives that give plan sponsors con- 
fidence and a sense of security for having done the right thing the right way will 
wean the 401(k) from concepts that have only confused and frustrated an otherwise 
excellent program with potential for long-term success. 


^Dave Mastio, “Lessons our 401(k)s Taught us. How much do Americans know about invest- 
ing for retirement? What investors don’t know.” http:/ lwww.hoover.org/publicationsl 
policyreview / 3552047.html 
“Ibid 
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Step 3: Participants have a right to know the expected return of their portfolio 

“If [investment] returns could not be expected from the investment of scarce cap- 
ital, all investment would immediately cease, and corporations would no longer be 
able to produce their sellable goods and services. The truth is that we invest, not 
with an eye to making speculative gains, but because we have an expectation of a 
specific return over time.”® 

Every week, thousands of enrollment meetings are held in the lunch-rooms of cor- 
porate America. Those enrollment meetings seek to explain to participants why they 
should enroll in their company’s 401(k), and which investment options are available 
to them. 

That is fine, with one exception. Most of the paperwork and enrollment materials 
will provide participants with useless information about the type of investor they 
are. Participants will take a 5 minute quiz, and that quiz will tell the participant 
that they are a “conservative” investor, or a “moderate” investor, or perhaps an “ag- 
gressive” investor. Perhaps a particular list of funds with suggested ratios for which 
to allocate new contribution dollars will be associated with each investor type. 

There are two fundamental flaws with that approach. 

First, whether a participant has a conservative or an aggressive investor profile 
is dependent on emotion; how much market volatility they can stomach. A partici- 
pant’s tolerance for market turbulence is not static. It can change day-to-day. For 
example, if a participant with an aggressive profile gets in a car accident, their pro- 
file may immediately switch to conservative. That is an emotional profile that does 
not tie well to the economics of prudent, long-term investing. 

Second, the emotion of identifying an investor profile does not help the participant 
understand the interplay between new funding (ongoing contributions/deposits to 
the plan) and future retirement income streams that can be expected (not to be mis- 
understood as “guaranteed.”) 

Therefore, the most important thing a participant needs to know is not their emo- 
tionally determined ability to endure market turbulence, but rather the long-term 
economic output of the participant’s portfolio. This is called the “expected return.” 
Knowing that, a participant cannot truly understand how much money they should 
be contributing to the plan, when coupled with any employer generosity, if any, to 
achieve a future income-replacement goal. 

The expected return is the most fundamental concept of investing because if those 
with capital to invest could not expect a return, that capital would be invested else- 
where — or not at all. The concept of expected return is perplexingly absent in the 
current 401(k) system and is not understood by participants or fiduciaries. That 
misunderstanding can easily be corrected. 

It should be mandated by law that all participants be told what the expected re- 
turn is for the actual portfolio they are in. That way, the one thing that participants 
can control — the amount they contribute to the plan — is a decision made in light of 
the expected return of the portfolio they will invest in so their decision is both in- 
formed and founded upon a process that is likely to yield favorable results. 

Participants may not be able to afford what they wish they could contribute based 
on the expected return of their portfolio. For example their portfolio may have an 
expected return of 5%, and to comfortably retire they may learn that they will need 
to contribute twice as much as they can afford in order to get there. That is an un- 
derstood reality of life that many face each day when purchasing goods and services. 
However, participants should at a minimum know the economic characteristics of 
their portfolio so they can choose to get more education in order to earn more, work 
longer, spend less on other things, or a combination thereof. 

Consider how different things would be if we stopped inducing emotional decisions 
in participants and began given them solid, reliable information based on modern 
principles of economics and finance. 

Step 4: Transparency 

Our retirement savings system and its participants deserve protection. The bed- 
rock of any mechanism as delicate as the 401(k) should be clarity and transparency. 

The debate over whether the cost of a 401(k) plan is reasonable is pointless with- 
out standardized transparency. Can something be determined reasonable if it can- 
not first be seen and understood in a comparative context? 

In the case of plans with known economic impact to participants, perhaps all fees 
and costs are deemed reasonable when compared to the industry as a whole, yet 
simultaneously excessive in light of the quality or value of services rendered to a 
specific plan. In other words, all 401(k) plans could eventually have fees that some- 


® “Investment Risk vs. Unprincipled Speculation” Journal of Pension Benefits (c)Wolters 
Kluwer Law and Business. Volume 16, Number 2, Winter 2009. Page 76. 
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one deems reasonable, but those same fees may be genuinely excessive at the same 
time — therefore it is not an either-or scenario.® That conundrum cannot be resolved 
in an environment of opacity. 

Given the seriousness of the crisis we face, where an estimated $1 trillion in 
401(k) assets has been lost in the past few months, we cannot accept anything less 
than full and absolute transparency — even if fees and other charges become very 
low by today’s standard. In other words, there may come a time when fees are rea- 
sonable, non-excessive, and absolutely transparent. It is in times such as those, 
transparency will be no less important or necessary for the purpose of protecting 
trust in the system. 

Passage of HR 3185 or a fundamentally similar Bill will begin the process of re- 
storing broken trust. Distilling disclosure of expenses into an understandable format 
will deliver value to participants, beneficiaries, and employers. The gross-to-net 
methodology, which means clearly showing gross returns on the investments in a 
401(k) account and also showing the net returns that the participant gets to keep, 
makes the most sense. It reveals total investment returns, the net return to each 
participant, and by simple subtraction, the actual costs of delivering those net re- 
turns to each participant.'^ Any other method obscures both returns and costs from 
the view of the participants, plan sponsors, and regulators alike. Gross-to-net disclo- 
sure establishes true transparency, a pre-requisite to restoring trust in the 401(k). 

Transparency should also be required for new financial products that are devel- 
oped in the future, such as fund-of-funds, lifestyle, and target date funds. Some of 
those may be well constructed. Some of them are not. Transparency is required to 
ensure fiduciaries and plan participants understand the difference. 

Step 5: Retire-ability measurements 

As stated earlier, the 401(k) has not been managed to produce future retirement 
income. Rather, it has been managed like merely another of an array of ordinary 
financial products. Thus, the ability of conventional 401(k) plans to produce finan- 
cially secure retirees is not a primary discussion item of fiduciaries and committee 
members in their meetings. 

Many factors go into creating a successful program, each having differing impor- 
tance and weight at different stages of a participant’s progression from entry into 
the workforce to retirement. Also, participants at different ages are affected dif- 
ferently by plan provisions or economic conditions. 

For example, younger participants with smaller account balances are most af- 
fected by matching or other employer contributions. Older participants with larger 
account balances are most impacted by fees and other charges. Employers and fidu- 
ciaries must understand what helps participants, what hurts them, and when those 
effects are most likely. 

If 401(k) plans are to thrive, employers and fiduciary committees must engage in 
regular proactive and thoughtful assessments of the “retire-ability” qualities of their 
plan, while taking into account the demographics of the plan participants as a 
whole. 

Society requires more that ever a more astute body of fiduciaries who understand 
that improved future retirement income for individuals also enables an improved fu- 
ture economy for all. Higher retirement incomes can help stabilize the economy, sus- 
tain tax revenues necessary to deliver essential government services and provide 
economic opportunity for the rising generation. 

Employers must not fear the question, and then answer honestly, “Will our em- 
ployees be able to retire at their chosen time? If not, what can we do to improve 
their chances?” 

Summary 

1 Return to Roots — Congress can make it unequivocally clear that plan sponsors 
need to understand 401(k) plans must not as mere financial planning tools, but 
rather the a pension benefit mechanism that produces retirement income that will 
be the financial undergirding mechanism of society. 

2 Safe Harbors & Incentives — Congress can create meaningful safe harbors and 
incentives that give employers confidence to proceed in managing their 401(k) plans 
in accordance with modern principles of economics and finance — thus improving re- 
sults. Congress can remove or suppress harmful elements of the conventional sys- 


®See 9th Meigs question for further explanation about the relationship between “reasonable” 
and “excessive” fees and expenses, http:! I www.401khelpcetiter.com! 401k I meigs — mdh — inter- 
view. html 

^See “Gross-to-Net” proposed fee and expense disclosure reporting grid, http: j i www.dol.gov j 
ebsa I pdf! IF408b2.pdf. See also http: i ! advisor.morningstar.com j articles i arti- 

cle.asp?s=0&docId=15714&pgNo=2 
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tern, such as Department of Labor regulation 404(c). That regulation, 404(c), is the 
lead in the paint, the salmonella in the peanuts, the goose in the jet engine of the 
retirement system. Fix it, and you will fix the root cause of the problems that 
plague the 401(k). 

3 Expected Returns — Congress can require that participants be given the expected 
return (economic characteristic) of the portfolio in which their funds are invested. 
Unlike knowing the expected return of a portfolio, the emotional risk profile most 
401(k) participants are given to help them choose investments is not useful in calcu- 
lating future retirement income nor is it helpful in making appropriate portfolio 
changes. The expected return is already required by case law to be known and un- 
derstood by fiduciaries. That same information should also be made known to par- 
ticipants. 

4 Pass HR 3185 — Congress can pass HR 3185 or its fundamental equivalent to 
clarify plan expenses by a simple gross-to-net calculation in order to help employers 
and plan participants make better decisions, and also to restore trust and confidence 
in the system. No system as important as the 401(k) should have any lingering 
questions about fee or expense transparency. Thus, the passage of HR 3185 or its 
equivalent is at a minimum, urgent. 

5 Retire-Ability Measures — Congress can encourage employers to look beyond the 
robotic fund selecting process that has become synonymous with being a 40i(k) com- 
mittee member and to look more deeply at how their plans are designed to produce 
financially secure retirees. And participants can be provided tools to assess their 
projected retirement dates and expected income levels. 

Conclusion 

There are problems with how the 401(k) has been delivered; that goes without 
saying. That does not mean we need to accept what has not worked and protect the 
status quo. No one is suggesting that employers guarantee benefits. It is proposed, 
rather, that 401(k) plans be managed like the retirement-income-producing mecha- 
nism they were always intended to be. It is because the benefits delivered by a 
401(k) are not guaranteed that we should demonstrate particular care and compas- 
sion. Participants are entirely vulnerable, and deserve better protections. Protecting 
the interests of participants will require a sweeping shift in thinking toward a sys- 
tem that enables (1) A fiduciary level of care; (2) Improved safe harbors and incen- 
tives; (3) Disclosure of expected investment returns; (4) Transparency via actual 
gross-to-net disclosure; and (5) Measurements of each participant’s ability to retire 
at targeted dates and income levels. The benefits of these five reforms to the 401(k) 
system will reach more than fifty million working Americans. Without this shift in 
thinking and behavior, including abandoning the misused 404(c) provisions, the 
401(k) will fail to deliver on its original promise. There is hope for the 401(k) to 
rebuild savings and regain the trust of American workers, but it must be operated 
as ERISA originally contemplated; like a “pension benefit” plan. 
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of Representatives 
Committee on Education and Laitor 

Februarv 24, 2009 

The American Society of Pension Professionals & Actuaries (ASPPA) and the Council of 
Independent 401(k) Recordkeepers (CIKR) appreciates the opportunity to submit our 
comments for the record to the U.S. House of Representatives Committee on Education 
and L,abor on the very important issue of how to strengthen American workers’ 
retirement security. 

ASPPA is a national organization of more than 6,500 retirement plan professionals who 
provide consulting and administrative services for qualified retirement plans covering 
millions of American workers. ASPPA members are retirement professionals of all 
disciplines, including consultants, administrators, actuaries, accountants and attorneys. 
ASPPA’s large and broad-based membership gives ASPPA unusual insight into current 
practical problems with ERTSA and qualified retirement plans, with a particular focus on 
the issues faced by small to medium-sized employers. ASPPA's membership is diverse, 
but united by a common dedication to the private retirement plan system. 

CIKR is a national organization of 401 (k) plan service providers. CIKR members are 
unique in that they are primarily in the business of providing retirement plan services as 
compared to larger financial services companies that primarily are in the business of 
selling investments and investment products. As a consequence, the independent 
members of CIKR, many of whom are small businesses, make available to plan sponsors 
and participants a wide variety of investment alternatives from various financial services 
companies without bias or inherent conflicts of interest. By focusing their businesses on 
efficient retirement plan operations and innovative plan sponsor and participant services, 
CIKR members are a significant and important segment of the retirement plan service 
provider marketplace. Collectively, the members of CIKR provide services to 
approximately 70,000 plans covering three million participants holding in excess of $130 
billion in assets. 

Current Environment 

The current economic and financial markets crisis has had a devastating effect on 
Americans' retirement savings. Testifying before this Committee in October, Peter 
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Orszag, the Director of the Office of Management and Budget, testified that American 
retirement plans had lost as much as $2 trillion - or about 20 percent of their value - in 
the past 15 months. This figure is likely higher today. 

With respect to 401 (k) plans. Fidelity recently announced in its analysis of 1 1 million 
participants in more than 17,000 plans that account balances went down on average 27 
percent in 2008. The average 401(k) account balances dropped from S69,200 in 2007 to 
$50,200 in 2008/ 

According to the Urban Institute, assets in defined contribution plans and individual 
retirement arrangements (IRAs) lost $2.8 trillion - or 32 percent of their value - over 
about a one year period. These assets reached $8.7 trillion on September 30, 2007. Just 
about a year later, as of December 2, 2008, the value of the retirement accounts was $5.9 
trillion.^ 

It should be noted that it isn’t just private retirement plan assets that have suffered. 
Federal employees saw their stock fund investments in the Thrift Savings Plan (TSP) 
plummet as well. Twelve-month returns^ on the common (C), small cap (S) and 
international ( 1 ) stock index funds showed losses ranging from 38.62% for the C Fund to 
44.57% for thelFund. 

But American families already know this - they see the impact every time they check 
their 401(k) account balance. And understandably many Americans are worried about 
their financial security in retirement - especially those who are just a few years away 
from retirement. A recent survey conducted by the National Institute on Retirement 
Security found that 83 percent of Americans are concerned about how the current 
economic crisis will impact their ability to attain a secure retirement."^ Seventy-one 
percent of Americans believe it will be harder to retire than it was for their parents - and 
5 1 percent believe today’s system is worse than when workers relied more on traditional 
pensions. Furthermore, only about half of Americans with 401(k)-type plans believe they 
will have enough money to retire. 

401(k| P’mm Are Effective Savincis Vehicles 

In light of these trends, 401 (k) plans have come under intense fire. Testifying before this 
Committee in October, Professor Teresa Ghilarducci declared that the 401(k) plan was a 
“failed experimenf and should be replaced with a $600 tax credit for contributions to 
retirement accounts maintained by the government and providing a guaranteed three 
percent return. In addition, hundreds of media stories have questioned the viability of 


' FideliW lavestinents, “FideliW Reports on 2008 Trends in 401(k) Plans,” Januaiy 28. 2009. a^•ailable at 
hllp://pcrsonal. fidelity .coni/myfidcHl\7lnsidcFidc]il\7indcx_Nc\vsCcnlcr.shlml‘i’rcnp=pr. 

■ Soto. Mauricio. Urban Institute. ‘How Is tlie Fiimiicial Crisis Affecting Retirenieiit Sarings'?” December 
3, 2008, available at http7Awvw.urban.org/UploadedPDF/9()12()6_retireineiit_s;ivings.pdf 
■' Returns updated lltroiigli Fcbmary 2. 2009. 

National Instimte on Retirement Security, "Pensions & Retirement Security: A Roadmap for Policy 
Malccrs.” January 14. 2009. a\ ailablc at 

http://uv\xv.nirsoiiline.org/index.plip?option=contenl&task=xieu&id=172. 
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401(k)-type retirement plans. For example, in a recent article in the Los Angeles Times, 
the reporter argued, ‘‘there’s been little discussion of the way in which this economic 
implosion has exposed the utter failure of the now-ubiquitous 40 1 (k) retirement accounts. 
In fact, the entire 401(k) system looks increasingly like the sort of bait-and-switch con 
relished by the Bernie Madoff s of the world.'’'' 

401(k)-bashing has certainly become fashionable, but blaming the plan design itself is 
unjustified. The 401(k) plan is not a pension plan and was never intended to be one. Tt 
was originally viewed as a supplemental retirement savings plan, not as the primary one. 

401(k) plans are savings vehicles - and as a savings vehicle, 401(k) plans have worked 
extremely well. In fact, 40 l(k) plans are the only effective way we have ever gotten 
worldng Americans to save. As demonstrated in the 2008 Employee Benefit Research 
Institute analysis below, over 75 percent of workers making between $30,000 and 
$50,000 contribute when covered by a 401(k)-type plan. These workers are 20 times 
more likely to save as compared to those workers not covered by an employer plan. 


Participation Rates by Moderate Income ($30,000-550,000) Workers 
Not Covered by a 40I(k)-Type Plan versus Covered by a Plan 



Not Covered by an Employer Covered by an Employer Plan* * 
Plan— IRA Only* (4.7%) (75.3%) 


It also is true that lower income workers are the primary beneficiaries of 401(k) and 
profit sharing plans. The chart below, based on our analysis of Internal Revenue Service 
data, shows 76 percent of participants in defined contribution plans have annual 
household incomes of less than $100,000. Eighty-six percent of benefitting households 
have incomes of less than $ 1 50,000 - and only five percent have incomes of $200,000 or 
more. 


’ Rutten. Tim, "The failure of our 401(k)s,” Los Angeles Times. Jamiaw 10, 2000. 
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Di;ti’ibiilien of E^dmarei Private Sector Active Parficipaiitv in 401{k) 
and Profit Sbat'lng Plans, Distributed by 
Atljnsted Gross lucoine 



I ESEjiiipatedPiiiatf Serial Activt Partkipants lu t81(lc) and Frofu SiuiiiBgPbii!~ 


Our research also demonstrates that most of the tax benefits for defined contribution 
plans go to middle-income Americans. As shown in the chart below, approximately 65 
percent of the total tax benefits go to those taxpayers who earn less than $100,000 a year 
in adjusted gross income (AGT) - and about 79 percent go to those with less than 
$150,000 of AGI. Almost one-third of the benefits go to Americans with less than 
$50,000 of AGI. 
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£;eimatecl Z>istriburioit of Federal Tax Expenditure Estimates for Defined 
ContribMtion Ptaiis, Tax Year 2008, 
bs' Adjusted O-ro.ss Incouae 



Furthermore, although the recent market crisis has had a negative impact on the value of 
401(k) account balances in 2008 and into 2009, as demonstrated below, the overall 
impact has been considerably positive. Over about an eight year period, the percentage 
change in average account balances of all age groups was significantly positive. 

Percentage Change in Average Account Balances among 401(k) Participants 
Present from Year End 1999 through Year End 2006 by Age and Tenure 
January 1, 2000 through October 1, 2008*“ 



^ 6-10 
^ 11-20 
□ 21-30 


Statement of Jack VanDerliei, Research Director. Employee Benefit Research Institute, before the House 
Coimnillcc on Education and Labor, The Impact of the Financial Criiis on Workers ’ Retirement iSecuriiy 
(October 7, 2008). 
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Also despite the difficulties in the markets, participants continued to contribute to their 
401(k) plans last year. According to the Fidelity analysis, 96 percent of active 401(k) 
participants as of the third quarter of 2008 continued to contribute in the difficult fourth 
quarter. This percentage is in line with normal fourth quarters where it is typical to see a 
slight decline reflecting those participants who have reached their TRC § 402(g) limits. 
Fidelity also found that 40 l(k) participants contributed a slightly higher amount to their 
plans in 2008 than in 2007.^ 

Although 401 (k) plans were not intended to be a worker’s primary retirement plans, for 
most Americans, the 401(k) plan will be supplementing Social Security, not Social 
Security and an employer-provided pension, and the Committee is to be applauded for 
considering ways to strengthen the 401(k) system, ASPPA and CIKR have been a strong 
supporter of proposals such as the improved disclosure regime in the 401(k) Fair 
Disclosure for Retirement Security Act (H.R, 3 185) passed by this Committee in the 
1 10^'' Congress. The principles outlined by Chairman Miller last November*^ will serve as 
a thoughtful guide for this Committee’s deliberations as it works to preserve and 
strengthen the 401(k) system. 

In response to the current economic and financial markets crisis, 401(k) plans have come 
under fire. However, you can’t blame the drought on the w’ell. 401(k) plans are savings 
vehicles, and blaming the vehicle itself for the investment losses within the plan is unfair 
and unjustified. In fact, 401(k) plans work as savings vehicles and they are the only 
effective way we have ever gotten working Americans to save. 

That being said, the reality is that for most working Americans the 401(k) plan has 
become their sole and primary retirement plan. The drop in values of 40 1 (k) plan 
accounts has many Americans worried about their financial security in retirement - 
especially those who are just a few years away from retirement. We stand ready to work 
with this Committee to strengthen the rules governing 401 (k) plans to ensure that all 
Americans are secure in retirement. 


Fidclily lavcsunciils, supra. 

^ http://edkibor.hoiise.gOv/iiewsrooni/2008/lt/chairniaii-niillei-unveils-priiici.shtnil#niore 
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Prepared Statement of the Profit Sharing/401k Council of America (PSCA) 

The Profit Sharing / 401k Council of America (PSCA), commends Chairman Miller 
for convening a series of hearing to examine the employer provided retirement plan 
system. PSCA, a national non-profit association of 1,200 companies and their six 
million employees, advocates increased retirement security through profit sharing, 
401(k), and related defined contribution programs to federal polic 3 Tnakers. It makes 
practical assistance available to its members on profit sharing and 401(k) plan de- 
sign, administration, investment, compliance, and communication issues. Estab- 
lished in 1947, PSCA is based on the principle that defined contribution partnership 
in the workplace fits today’s reality. PSCA’s services are tailored to meet the needs 
of both large and small companies, with members ranging in size from Fortune 100 
firms to small entrepreneurial businesses. 
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The market crisis must be addressed 

401(k) plan participants, working in partnership with employers, can successfully 
manage normal market risks and cycles and accumulate ample assets for retire- 
ment. However, they cannot succeed without efficient and transparent capital mar- 
kets. 

The drop in 401(k) account balances in 2008 was not caused hy a defect in the 
401(k) system or hy ignorant participants. These plans are caught in the same fi- 
nancial crisis that has paralyzed business and financial organizations throughout 
the world. 401(k) participants have suffered along with everyone else. Inadequate 
enforcement, misguided policy, reckless conduct, and unethical behavior in the cap- 
ital markets are the problem, not 401(k) plans. We urge the Committee, and Con- 
gress, to direct their efforts to ensuring that a similar market collapse never again 
occurs. 401(k) participants, as well as all other investors, will then be able to move 
confidently forward, knowing that saving and investing for the long term will pay 
off as expected. 

The Department of Labor reports that in 2006, the latest year available, partici- 
pants and employers contributed over $250 billion to 401(k) type plans. The plans 
continue to improve, benefitting from a regulatory structure that permits flexible 
plan design and innovation. Automatic enrollment and target date funds were rare 
five years ago, but they are quickly becoming dominant plan design features. PSCA 
urges Congress to fix the markets and continue to work together with plan sponsors 
and providers to continually improve the very successful 401(k) system 

Contrary to several published reports, real current data indicates that 401(k) par- 
ticipants are remaining resolute. They are not stopping contributions or increasing 
their loan activity. Hardship withdrawals have increased slightly, but the percent- 
age of participants taking a hardship distribution remains well below two percent. ^ 

Defined contribution plans work for employees, employers, and America 

Employers offer either a defined benefit or defined contribution, and sometimes 
both types, of retirement plan to their workers, depending on their own business 
needs. According to the Investment Company Institute, Americans held $15.9 tril- 
lion in retirement assets as of September 30, 2008, the latest available date.^ On 
June 30, 2008, retirement assets totaled $16.9 trillion and they were $18 trillion on 
September 30, 2007. Government plans held $3.9 trillion. Private sector defined 
benefit plans held $2.3 trillion. Defined contribution plans held $4.0 trillion in em- 
ployment based defined contribution plans, including $2.7 trillion in 401(k) plans, 
and $4.1 trillion in IRAs. Employer-based savings are the source of half of IRA as- 
sets. Ninety-five percent of new IRA contributions are rollovers, overwhelmingly 
from employer plans. Annuities held $1.5 trillion. 

There are questions about the ability of the defined contribution system to 
produce adequate savings as it becomes the dominant form of employer provided re- 
tirement plan. Some claim America is facing a retirement savings crisis. To answer 
this question, a baseline for comparison is required. The Congressional Research 
Service reports that in 2007, 22.8% of individuals age 65 and older received any in- 
come from a private sector retirement plan. The median annual income from this 
source was $7,200.® This income stream represents a lump-sum value of $90,000, 
assuming the purchase of a single-life annuity at an 8% discount rate. Individuals 
age 65-69 had higher median annual income from a private sector retirement plan, 
$9,700 ($121,250 lump sum value), but only 19.6% of those age 65 or older received 
any income from this source. Overall, however, the elderly are not impoverished. In 
2007, 9.7% of Americans 65 and older had family incomes below the federal poverty 
rate, the lowest rate for any population group. How will the next generation of retir- 
ees fare compared to current retirees? 

We hear about a negative savings rate in America, with some noting that Ameri- 
cans are saving less now than during the Great Depression. Intuitively, something 
must be wrong with this statistic as the total amount set aside for retirement has 
almost tripled in 12 years.'' A 2005 analysis by the Center for Retirement Research 
sheds considerable light on the matter. They discovered that the NIPA (National In- 
come and Products Account) personal savings rate for the working-age population 
was significantly higher than the overall rate, which was then 1.8%. Working-age 
Americans were saving 4.4% of income, consisting almost exclusively of savings in 
emplo 3 Tnent-based plans. This does not include business savings, which, of course, 
are owned by individuals. Those 65 and older were “dissaving” at negative 12% be- 
cause they were spending their retirement assets, which are not considered income. 
The report accurately predicted that, as baby-boomers begin to retire, they will con- 
sume more than their income and the savings rate as currently defined would go 
even lower.® 



90 


A recent paper from the AARP Public Policy Institute includes the following find- 
ing: 

“While the personal saving rate has declined steadily for the past 20 years, aggre- 
gate household net worth, including pension, 401(k), IRA, and housing wealth have 
increased dramatically. As an indicator of the adequacy of retirement assets, the 
personal savings rate, despite being cited regularly in the media, is not very useful 
because it excludes capital gains, which are far more important to changes in net 
worth than annual personal saving. The change in household net worth, and not the 
saving rate, should be used to indicate changes in retirement preparation.”® 

The Congressional Research Service reports that married households in which the 
head or spouse was employed and the head was age 46-54 held median retirement 
account assets of $103,200 in 2004. Similar unmarried households held $32,000. An 
identical married household headed by an individual age 55 and older held median 
retirement account assets of $119,500 in 2004.'^ 

While some workers have enjoyed a full working career under a defined contribu- 
tion plan such a as profit sharing plan, 401(k)-type plans in which the employee de- 
cides how much to save have existed for only slightly over twenty years, and most 
participants have participated in them for a much shorter period of time. The typ- 
ical participant in 2000 had only participated in the plan for a little over seven 
years.® Policymakers must be wary of statistics citing average 401(k) balances and 
balances of those approaching retirement because they have not saved over their 
full working career and some balances belong to brand new participants. For exam- 
ple, a recent Investment Company Institute report stated that at the end of 2006, 
the average 401(k) balance was $61,346 and the median balance was $18,986.® The 
median age of the participants in the study was 44 and the median tenure in their 
current 401(k) plan was eight years. But when the study looked at individuals who 
were active participants in a 401(k) plan from 1999 to 2006 (including one of the 
worst bear markets since the Depression) the average 401(k) balance at the end of 
2006 was $121,202 and the median balance was $66,660. Long-tenured (30 years 
with the same employer) individuals in their sixties who participated in a 401(k) 
plan during the 1999-2006 period had an average account balance of $193,701 at 
the end of 2006. The study does not reflect that many individuals and households 
have multiple 401(k)-type accounts or assets rolled over into an IRA. 

In their April 2007 paper. The Rise of 401(k) Plans, Lifetime Earnings, and 
Wealth at Retirement, James Poterba, Steven Venti, and David A. Wise reported 
the following: 

“Our projections suggest that the average (over all persons) present value of real 
DB benefits at age 65 achieved a meiximum in 2003, when this value was $72,637 
(in year 2000 dollars), and then began to decline. The projections also suggest that 
by 2010 the average level of 401(k) assets at age 65 will exceed the average present 
value of DB benefits at age 65. Thereafter the value of 401(k) assets grows rapidly, 
attaining levels much greater than the historical maximum present value of DB 
benefits. If equity returns between 2006 and 2040 are comparable to those observed 
historically, by 2040 average projected 401(k) assets of all persons age 66 will be 
over six times larger than the maximum level of DB benefits for a 65 year old 
achieved in 2003 (in year 2000 dollars). 

Even if equity returns average 300 basis points below their historical value, we 
project that average 401(k) assets in 2040 would be 3.7 times as large as the value 
of DB benefits in 2003. These analyses consider changes in the aggregate level of 
pension assets. Although the projections indicate that the average level of retire- 
ment assets will grow very substantially over the next three or four decades, it is 
also clear that the accumulation of assets in 401(k)-like plans will vary across 
households. Whether a person has a 401(k) plan is strongly related to income. Low- 
income employees are much less likely than higher-income employees to be covered 
by a 401(k) or similar type of tax-deferred personal account plan.” 

The Congressional Research Service estimates that a married household that con- 
tributes ten percent of earnings to a retirement plan for 30 years will be able to 
replace fifty-three percent of pre-retirement income. If they save for forty years, 
they will replace ninety-two percent of income. i® A ten percent savings rate is real- 
istic given average contribution rates of seven percent and average employer con- 
tributions of three percent. These estimates do not consider Social Security pay- 
ments 

The lesson is clear — long-term participation in a 401(k) plan will result in the ac- 
cumulation of assets adequate to provide a secure retirement. 

These statistics mean little if a worker is not saving for retirement. One fact is 
abundantly clear — whether a worker saves for retirement is overwhelmingly deter- 
mined by whether or not a worker is offered a retirement plan at work. In 2008, 
sixty-one percent of private sector workers had access to a retirement plan at work 
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and fifty-one percent participated. Seventy-one percent of full-time workers had ac- 
cess and sixty percent participated. Seventy-nine percent of workers in establish- 
ments employing 100 or more workers had access and sixty-seven percent partici- 
pated. Only forty-five percent of workers in establishments of less than 100 workers 
had access to a plan and thirty-seven percent participated, but for establishments 
with between 50 and 100 workers, fifty-eight percent had access and 45 percent par- 
ticipated.il These participation rates are at a single point in time. They are not in- 
dicative of whether or not a non-participant or their household will choose to partici- 
pate in a 401(k) plan for a substantial period of a working career. 

DB and DC plans — understanding the risks and rewards 

Defined benefit plans and defined contribution plans are very different, and each 
plan has strengths and weaknesses. A traditional defined benefit plan pays a benefit 
at retirement that is based on a formula that considers years of service and com- 
pensation, (usually compensation in the last few years of employment). The em- 
ployer assumes the investment risk for funding the plan and, accordingly, benefits 
from high investment returns. 

In a defined contribution plan, the employer commits to a certain contribution 
level and the employee is impacted by investment gains and losses. Proper invest- 
ment strategies, such as diversification and age-based asset allocations, can greatly 
reduce investment risk. Target date funds and managed accounts permit a partici- 
pant to delegate these actions to experts. A risk-averse participant can usually in- 
vest in a very conservative, but low-yielding investment. All DC plan participants 
can independently annuitize their retirement assets if they wish to do so. 

Many observers view the different impact of investment risk to claim, incorrectly, 
that DB plans are risk-free. DB plans are “back-loaded” — the final benefit is strong- 
ly determined by earnings in the final years of employment and years of service. 
Older employees and long-term employees benefit most under a DB plan. Individ- 
uals who are involuntarily separated, and those who leave voluntarily, loose a major 
portion of their future benefit. Traditional DB plans are not portable to a new em- 
ployer. A second major risk is that the employer will decide to terminate the plan. 
In both cases, the employee is left only with their accrued vested benefit, usually 
payable many years in the future. If the sponsoring employer becomes bankrupt, 
benefits may be further reduced to the PBGC guaranty level. Some defined benefit 
plans limit payments to a fixed annual amount, resulting in default and inflation 
risk. Finally, a DB plan benefit ends when the participant (or perhaps a spouse) 
dies. Those who die early subsidize long-lived participants and there is no oppor- 
tunity to pass on wealth. 

Both types of plans have risks for participants. The primary difference is that in 
the DC plan system the individual can take responsibility for managing risk. In DB 
plans, most of the risk is beyond the control of the individual. 

Opportunities for improvement 

What does all these data tell us? First, the employer provided defined contribution 
system has demonstrated that it can provide asset accumulation adequate for a se- 
cure retirement for participants at all income levels. The participation rate when 
offered a plan is encouraging, but can be improved. There are two areas in which 
to concentrate our efforts — lower-paid workers and small business plan coverage. 
We also need to increase participation by African-Americans and some ethnic 
groups, as revealed by some recent studies. Small business owners need simplicity 
and meaningful benefits for themselves to compensate for the costs of providing a 
plan to their workers. 

The growth of automatic enrollment plans will substantially increase retirement 
plan participation by lower and middle-income workers that are most likely to be 
induced to save by this type of plan design. Ninety percent of workers that are auto- 
matically enrolled choose not to opt out of the plan.^^ A 2005 ICI/EBRI study 
projects that a lowest quartile worker reaching age 65 between 2030 and 2039 who 
participates in an automatic enrollment program with a 6% salary deferral (with no 
regard for an employer match) and investment in a life-cycle fund will have 401(k) 
assets adequate for 52% income replacement at retirement, not including social se- 
curity that provides another 52% income replacement under today’s structure. 

The important automatic enrollment provisions in the Pension Protection Act are 
already producing results. In the latest PSCA survey of 2006 plan year experience, 
35.6% of plans have automatic enrollment, compared to 23.6% in 2006, 16.9% in 
2005, 10.5% in 2004, and 8.4% in 2003. 53.2% of plans with 5,000 or more partici- 
pants reported utilizing automatic enrollment in our survey. A Hewitt survey indi- 
cated that 36% of respondents offered automatic enrollment in 2007, up from 24% 
in 2006. Fifty-five percent of the other respondents are “very likely or somewhat 
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likely” to offer automatic enrollment in 2007. More than 300 Vanguard plans had 
adopted automatic enrollment by year-end 2007, triple the number of plans that had 
the feature in 2005. Large plans have been more likely to implement automatic en- 
rollment designs. In 2007, Vanguard plans with automatic enrollment accounted for 
15% of plans but one-third of total participants. In the aftermath of the PPA, two- 
thirds of automatic enrollment plans have implemented automatic annual savings 
rate increases, up from just one-third in 2005. 

401(k) fees in the erisa framework 

Numerous aspects of ERISA (the Employee Retirement Income Security Act of 
1974) safeguard participants’ interests and 401(k) assets. Plan assets must gen- 
erally be held in a trust that is separate from the employer’s assets. The fiduciary 
of the trust (normally the employer or committee within the employer) must operate 
the trust for the exclusive purpose of providing benefits to participants and their 
beneficiaries and defra 3 dng reasonable expenses of administering the plan. In other 
words, the fiduciary has a duty under ERISA to ensure that any expenses of oper- 
ating the plan, to the extent they are paid with plan assets, are reasonable. 

To comply with ERISA, plan administrators must ensure that the price of services 
is reasonable at the time the plan contracts for the services and over time. For ex- 
ample, asset-based fees should be monitored as plan assets grow to ensure that fee 
levels continue to be reasonable for services with relatively fixed costs such as plan 
administration and per-participant recordkeeping. The plan administrator should be 
fully informed of all the services included in a bundled arrangement to make this 
assessment. 

Many plan administrators prefer reviewing costs in an aggregate or “bundled” 
manner. As long as they are fully informed of the services being provided, they can 
compare and evaluate whether the overall fees are reasonable without being re- 
quired to analyze each fee on an itemized basis. For example, if a person buys a 
car, they don’t need to know the price of the engine if it were sold separately. They 
do need to know the horsepower and warranty. Small business in particular may 
prefer the simplicity of a bundled fee arrangement. 

It is important to understand the realities of fees in 401(k) plans. There are sig- 
nificant recordkeeping, administrative, and compliance costs related to an employer 
provided plan that do not exist for individual retail investors. Nevertheless, because 
of economies of scale and the fiduciary’s role in selecting investments and moni- 
toring fees, the vast majority of participants in ERISA plans have access to capital 
markets at lower cost through their plans than the participants could obtain in the 
retail markets. 

The Investment Company Institute reports that the average overall investment 
fee for stock mutual funds is 1.5% and that 401(k) investors pay half that amount.'^® 
The level of fees paid among all ERISA plan participants will vary considerably, 
however, based on variables that include plan size (in dollars invested and/or num- 
ber of participants), average participant account balances, asset mix, and the types 
of investments and the level of services being provided. Larger, older plans typically 
experience the lowest cost. Employer provided plans are often the only avenue of 
mutual fund investment available to lower-paid individuals who have great dif- 
ficulty accumulating the minimum amounts necessary to begin investing in a mu- 
tual fund or to make subsequent investments. Finally, to the degree an employer 
provides a matching contribution, and most plans do, the plan participant is receiv- 
ing an extraordinarily high rate of return on their investment that a retail product 
does not provide. 

A study by CEM Benchmarking Inc. of 88 US defined contribution plans with 
total assets of $512 billion (ranging from $4 million to over $10 billion per plan) and 
8.3 million participants (ranging from fewer than 1,000 to over 100,000 per plan) 
found that total costs ranged from 6 to 154 basis points (bps) or 0.06 to 1.54 percent 
of plan assets in 2005. Total costs varied with overall plan size. Plans with assets 
in excess of $10 billion averaged 28 bps while plans between $0.5 billion and $2.0 
billion averaged 52 bps. In a separate analysis conducted for PSCA, CEM reported 
that, in 2005, its private sector corporate plans had total average costs of 33.4 bps 
and median costs of 29.8 bps. 

Other surveys have found similar costs. HR Investment Consultants is a con- 
sulting firm providing a wide range of services to employers offering participant-di- 
rected retirement plans. It publishes the 401(k) Averages Book that contains plan 
fee benchmarking data. The 2008 Ninth Edition of the book reveals that average 
total plan costs ranged from 161 bps for plans with 25 participants to 96 bps for 
plans with 5,000 participants. The Committee on the Investment of Employee Ben- 
efit Assets (CEIBA), whose more than 120 members manage $1.5 trillion in defined 
benefit and defined contribution plan assets on behalf of 16 million (defined benefit 
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and defined contribution) plan participants and beneficiaries, found in a 2005 sur- 
vey of members that plan costs paid by defined contribution plan participants aver- 
aged 29 bps. 

Principles of reform 

PSCA supports effective and efficient disclosure efforts. The following principles 
should be embodied in any effort to enhance fee disclosure in employer-provided re- 
tirement plans. 

• Sponsors and Participants’ Information Needs Are Markedly Different. Any new 
disclosure regime must recognize that plan sponsors (employers) and plan partici- 
pants (employees) have markedly different disclosure needs. 

• Overloading Participants with Unduly Detailed Information Can Be Counter- 
productive. Overly detailed and voluminous information may impair rather than en- 
hance a participant’s decision-making. 

• New Disclosure Requirements Will Carry Costs for Participants and So Must 
Be Fully Justified. Participants will likely bear the costs of any new disclosure re- 
quirements so such new requirements must be justified in terms of providing a ma- 
terial benefit to plan participants’ participation and investment decisions. 

• New Disclosure Requirements Should Not Require the Disclosure of Component 
Costs That Are Costly to Determine, Largely Arbitrary, and Unnecessary to Deter- 
mine Overall Fee Reasonableness. Bundled service providers should disclose the in- 
cluded services in detail. However, a requirement to “unbundle” bundled services 
and provide individual costs in many detailed categories would be arbitrary and is 
not particularly helpful and would lead to information that is not meaningful. It 
also raises significant concerns as to how a service provider would disclose compo- 
nent costs for services if they were not offered outside a bundled contract. These 
costs will ultimately be passed on to plan participants through higher administra- 
tive fees. The increased burden for small businesses could inhibit new plan growth. 

• Information About Fees Must Be Provided Along with Other Information Par- 
ticipants Need to Make Sound Investment Decisions. Participants need to know 
about fees and other costs associated with investing in the plan, but not in isolation. 
Fee information should appear in context with other key facts that participants 
should consider in making sound investment decisions. These facts include each 
plan investment option’s historical performance, relative risks, investment objec- 
tives, and the identity of its adviser or manager. 

• Disclosure Should Facilitate Comparison But Sponsors Need Flexibility Regard- 
ing Format. Disclosure should facilitate comparison among investment options, al- 
though employers should retain flexibility as to the appropriate format for workers. 

• Participants Should Receive Information at Enrollment and Have Ongoing Ac- 
cess. Participants should receive fee and other key investment option information 
at enrollment and be informed periodically about fees. 

HR 3185 

PSCA supports legislation that will effectively improve fee transparency for spon- 
sors and participants. HR 3185, as reported by the Committee on April 16, 2008, 
reflects many of our principles and is a significant improvement over the original 
legislation. In addition to numerous minor adjustments to ensure that HR 3185 re- 
flects the complexity of the retirement plan system, PSCA recommends three key 
changes. First, the legislation needs to include a “matching proposal” that specifies 
that the fiduciary duty to determine that fees are reasonable is limited in scope to 
the fees required to be disclosed under the legislation. The Committee agreed to ex- 
amine this issue when Representative Kline offered and withdrew an implementing 
amendment during the 2008 mark-up. Second, Congress should abandon the 
“unbundling’ requirement in the bill and permit both models to compete in the mar- 
ketplace. Bundled providers should provide a detailed description of the services 
they offer so that plan fiduciaries can determine that the aggregate fee is reason- 
able. Finally, the index fund requirement in the revised bill remains problematic. 
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Ms. Munnell. Mr. Chairman, could I also ask that an article 
that we had on guarantees be included. 

Chairman Miller. It is on the level? 

Ms. Munnell. Yes. 

Chairman Miller. Okay, without objection. 

[The information follows:] 
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WHAT DOES IT COST TO GUARANTEE 
RETURNS? 

By Alicia H. Munnill, Alex Golub-Sass, Richard A. Kopcke, and Anthony Webb* 


Introduction 

The financial crisis has dramatically demonstrated 
how a collapse in equity prices can decimate retire- 
ment accounts. Tine crisis highlights the fragility of 
existing 401 (k) plans as the only supplement to Social 
Security and has sparked proposals to reform the 
retirement income system. One comiponent of such 
a system could be a nev/ tier of retirement accounts. 
Given the declines in the share of earnings Social 
Security will replace, these accounts would bolster 
replacemient rates for low-wage w'orkers and increase 
the security' of middle- and upper-wage workers who 
increasingly rely on their 4Ci(i<j plans to supplement 
Social Security. However, these new accounts could 
face tire same risk of collapse in value seen over the 
past year in 40i(k)s. So policymakers may find some 
form of gi:aranteed return or risk sharing desirable 
to prevent huge variations in outcomes.' Ttiis brief 
explores the feasible range and the cost of the fii'st 
option - guarantees. 

This brief is stmctured as follows. The first section 
reviews the argument for more retirement saving and 
shows the inevitable volatility that results from leav- 
ing the outcomes completely up to tlie market. The 
second section shows that, in retrospeU, it would have 


been quite cheap to have guaranteed relatively high 
real rates of return on individual accoijiit balances 
and thnt only high g'Liaranrees would have s'moothed 
returns across cc'horts in a nieaniiigfii! way. The 
third section uses finance theory to price guarantees 
prospectively, finding that guarantees in excess of die 
risk-free rate are not possible if the guarantor shares 
the marker’s aversion to risk. The ronrth section 
concludes that, as long as the guarantor shares the 
market's aversion to risk, rate of ret'um g^iaranlees 
are 'unlikely to scbve the problem ofw'ide variations in 
outcomes dneto market fl'actuations. Guaranteeing 
the riskless rat'e would have had no impact historical- 
ly. And finance theor)' suggests that insurers cannot 
guarantee returns greater than the riskless rate unless 
they are willing and aids to bear more risk than ether 

The Need for More Retire- 
ment Income 

People need more retirement saving because the 
csistini^ retirement income system is contracting 
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and people are living longer. At arty given retiremerit 
age, Social Security benefits will replace a smaller 
fraction of pic-retiremeiit earnings than in the past. 
First, the increase in tire Fiili Retirement Age from. 

65 to 67 is eq'Liivalent to an across-the-board cut. 
Second, the taxation of Social Secimity benefits under 
the personal income tax -will move further down the 
inccine distribution, as the exeraption amounts in the 
tax code are not indexed to wage growth or inflation. 
Additional benefit cuts that might be enacted ro shore 
up the solvenq' of the Social Securit\- program v.-ould 
further lower replacenrent rates. 

Witii a dirnrriished lole for Social Securit)-, retirees 
will be increasingly dependent on employer-spon- 
sored pensions. At ajiy moment in time, however, 
less tiian half of the private sector workforce age 25- 
64 participates in any employer-sponsored plan. And 
those v.fe do have employer-sponsored coverage find 
themselves increasingly reliant on 40i(k) pians. In 
tliecryc workers could accumulate substantial wealth 
in a 40i(k), bur the Federal Reserve’s 2004 Sumy of 
ConsumiT Fimnees reports that the t)'pi.cal household 
head approaching retirement (age -64) had 40i(l<:)/ 
IRA balances of only S6o,ooo.‘ Although 40i(kj 
plans received a boost from the Pension Protection 
Act of 2006, which encouraged employers to make 
their plans easier and mote automatic, the basrc fra- 
gility of 40i(kjs was exposed by the current financial 
crisis, which has reduced the value of equities in 
40i(k)s/!RAs by about S2 trillion - 

Given the decline in Social Security and employer- 
provided pensions, workers co'uld save more or, their 
own. But they have not. Thus, many future retirees - 
botli those who must rely only on Social Security and 
those who have a supplementary 40i(k) plan - are 
likely to have inadequate letirement income. Pro- 
posals to expand coverage through automatic iR-'^s 
or a universal 40i(k) implicitly clai.tr that those who 
already haye a supplementar)- planw'ilibe adequately 
prepared for retirement. As indicated above, this 
assumption is not correct. Tfius, the vast majority of 
future retirees will need an additional tier of retire- 
ment saving. Figure i presents a schematic of w'hat 
an additional tier might look like. 

An earlier brief show'ed that replacement rates 
- benefits as a percent of pre-retirement earnings - 
produced by a defined contribution account wull var\' 
dramatically depending on tlie performance of the 
stock market during the period over which the partici- 
pant is working and accunuilating assets (see Figure 



New tier 
S Spcijl Security 



Source: Aitliors' illustration. 


x)f' This pattern occurs even when individuals invest 
in a target date fund. These accumulations are only 
somewhat offset by variations in interest rates at 
retirement when individuals are assumec to use their 
acarmulaticns to purchase a real (inflation-adjusted) 
annuiry. 
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The recent financial crisis highlights another 
probletn witli defined contribution accounts - namely, 
values can drop precipitously just as participants 
are approaching retirement. Sharp drops in retire- 
ment balances upset people’s plans even if tire drops 
merely offset a lifetime of high retnrns. Earlier high 
returns are likely to have encouraged people to cut 
back on their saving, sensing they had 'enough' for 
retirem-ent. As a result, a market collause leaves most 
people with inadequate retirement saving. 
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twined, and solving one substantiaLy ameliorates the 
Other, as will oe shown below. 

Guarantees in Retrospect 

The most straightfortvard approach would be to guar- 
antee rates of return.’ The following exercise esti- 
mates when and ho'w much the guarantor would have 
had to pay out to cover different levels of guarantees. 
The model assumes that workers enter the workforce 
at 22, work steadily for 43 years and retire at age 65, 
and enjoy real wage growtli of 2 percent a year, bach 
year from 1SS3 1 '^’ ^008 workers contribute 4 per- 
cent of their income to their account and invest their 
contributions in a frvnd of U.S. epnities. Over that 
period, the stock market returned 7.6 percent after 
inflation with a siandard deviation of 19.5 percent. In 
the analysis below, the first cohort readies age 65 in 

Although we are ultimately interested in replace- 
ment rates rather than age 65 accumulations, to 
simpli.f/ the exercise we ignore the effect of interest 
rates on annuity prices and foais on accuamlations 
at age 65. Thus, the question becomes hew often and 
how much would a guarantor have had to pay in order 
to provide workers when they reached age S3 a real 
return of 2 percent, 3 percent, 4 percent, 5 percent, or 
6 percent on their lifetime contributions. Tc satisfy 
each of these guarantees. Table i shows the dates and 
the amounts that would have had to be trsnsferred to 
those age 65 as a percent of Gross Domestic Product 
(GDP) Note that the table shows only those years 
that involve a required payment. See the Appendix 
for additional details on the calculations. 

The resiilts reveal, based on histoncai data, that a 
2-percent .and j-perceiit guarantee would never have 
required any payments. Ihe reason is that, over the 
period under consideration, a portfolio fully invested 
in equities never yielded less than 3,8 percent aver- 
aged over an individual’s work life. A 4-percent guar- 
antee would have required payments in three years 
out of tlie 84 years: a 5-percent guarantee would have 
required payments in eight years; and a 6-percent 
guarantee would have required payments in 27 out of 


tlie8),e3 ’•I 1 ipl w til b percent guaran- 

r til ..niait i\ uilhax luit pay out to those 
turning 05 in 200S an amount ecuual to 0.42 percent 
of u DP, about 3>6o rullioii. 
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Two key questions regarding guarantees in 
retiospeitt are how much they would have cost and 
whether they w'ould have done the job of smooth- 
ing replacement rates and avoiding major upset to 
people's plans. The follownng discussion assumes 
that the guarairtor is the govemmeiit.'-’ R.elying on 
the private sector for even low levels of guarantees 
raises issues relating to the conanuip’ of the insurer 
and the availability of a tiatural hedge. Given the 
recent demise of Rear Steams and Lehman Brom- 
ers and the plight of AIG, individuals would have no 
confidence that the firm offering the guarantee would 
be there for the payoff forpy years down the road. And 
private sector fimis would have no natural hedge to 
insure against the pcssibillt)' of having to cover the 
guarantee, since very few' counterparties exist that 
would gain from a sharp economic downturn, Thus, 
the government becomes the only realistic source 
of guarantees and tlie questions are whether the 
government in ret-rospect could have afforded the cost 
of guaianiees and whether guarentees would have 
smoothed fluctuations. 

Cost of Guarantees in Retrospect 

Tne cost depends on what happens to returns in 
excess of the government .guarantee. That is, assume 
the government guarantees a a-percent rebarn, but 
those turning 65 in a given year had earned 8 percent 
over their workiives. The additional 4 percent could 
accrue to tlie individuals - that is. thev get die unside 
- or it could go to the government to otfset luture bad 
d ' h f-i the pasi S4 w ai per < d if tlxe g r •- f'. 
ment had gotten the w'hoje upside, it w'cuid nave 
e\p''i‘U( dixiiiMf St - e-vr-n at ■) <jua’'d It-"-" 1 ' el Ilf 
o oercent. hi lact. the government w'ould have made 
monev (see Tableau 



EriLiLv ke 

“■ping llie upside 


llldivkilials 

3 lic'cciit 

-2.194% 

0.000% 


-1. 864 

0.003 

5perrer,L 

-1.424 

0.033 


-O.S34 

0,183 


Source: Auth<irs’ calciilatiors based on U.S. linieaii of 
Ccononi'C Analysis (2008); Othccrand Williamson (2008); 
Tyk2-20o8 Cl’S; and 1^20-1960 Decennial Cfnsiis. 


On tlie otlier hand, if individuals had kept the 
whole upside, the government would have faced some 
costs (see Table 2). The government could have is- 
sued debt w'hen the payments w'ere made and spread 
the costs over, say, the next 30 years. On average, me 
government w'ould have needed to raise taxes by an 
amount equal to 0.18 percent of GDP (roughly $26 
billion in 2008) . Alteraatively the costs could have 
been covered by increasing the individual contribu- 
tion rate For example, to guarantee each individual 
retiring at age 65 an anniial average rate of retimr of 
6 percent, the contribution rate would li.ave liad to be 
raised from 4 percent to 4.36 percent- The basic con- 
clusion is that regardless of how' costs are measured, 
guarantees - even high levels of guarantees - would 
have been totally affordable in retrospect. 

Ejfect of Gua rantees in Retrospect 

The impetus for the discussion of guarantees was 
tivofold- First, policymakers might not want a 
government-sponsored tier of retirement income to 
have replacement rates varying from 20 peixent to 50 
peicent. Second, it might be desirable to avoid ,a sys- 
tem where participants can see their account balances 
drop by 30 percent as they appicacfi retirement. The 
question is the extent to which guarantees solve these 
problems. 

Smooth'mg replacement rates. Providing low levels 
of guarantees - say 2 or 3 percent - and allowing 
individuals to keep file upside, does virtually notliing 
to eliminate the fluctuations. As discussed above, no 
group turning 65 in the last 84 years wo'old have seen 
a lifetime return of less than 3.8 percent. Therefore, 
the guarantee would never have been paid, and the 
pattern of accumulations relative to final earnings 
wo’jld have been identical to that produced by tlie 
fluctuations in the market (see Figure 3 on the next 
page). On the other hand, a guarantee of, say, 6 
pc-tcent, w'ich the upside going to the government, 
stabilizes accumulations relative to final earnings by 
providing everyone w'iih the same amount. 

Tlie stability' in acauntdations relative to earn- 
ings appears to be purchased at the expense ot some 
groups of retirees foregoing substantial gains. Tnis 
outcome is the result of picking a guarantee of 6 per- 
cent when pq-olties have yielded 7.6 percent. Ahigher 
guaraCxtee wo'uld climiirLSte the apparent problem, but 
would put fiiture taxpayers on the hook for bigger 
payments. But it is worth noting that even a guaran- 
tee of 0 percent allows individuals to invest all tlieir 
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contnljutions in the new tier in equities. Without 
a guarantee, most financial experts would advise 
individuals to invest in a suitable target date fund 
where the percent in equities declines as the person 
ages. Snell an approach w'ould produce not only wide 
variations in acaunulations, as disciissed earlier, but 
also lower accuiTiulations than a 6-percent return (see 
Figure 4). 
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■Soiira; Authors’ calc.iTlalioiis based on Burlless (2000); 
Burlless (200S); and bidelily IriveslnieiUs (2008). 


a hiFpothetical individ'jai entering the labor force in 
1900 at age 22 and turning os m 2008 under a 6- 
percert guarantee ana under markei ret'-uns." Under 
r •) ^icKci t c lai 1 IFF- 'Ici Lir mil it gets die 
upside, the individual wo'Lild have been entitled to 
SiSSoro 1 'OO"’ ¥ hill 1 nulec du-" ifassets 
1 1 Fh <i_t woliln bcPii S-i^o ->co InaooS, 
tlieh’i i(ial 1 rp e ( liliid'i 1 tn-'c 'etnarket 
value of assets bv cercent to Sido.doo. But, w'ith 
tlie suaraiitee of a cuimnative liretiine return of 6 
pr-ic 1 the ^ 'PI 111 ntw Jr bivPti nst^rred 
‘kiico-it die iidii d i ' w g la ant da unt. Tliis 
transfer w'ould nave btousht the total to $201,100 
- p7 tuii ^apirrh able ifitm nticofb 

percent on accumulatea contnoutions. 



Year CiiaraTUee Market 

2007 $;8?<,ooo $239,600 

2008 $201,100 $160,600 


.Sowrec; .Autlioi's’ calculations. 


Prospective Guarantees 

The past 83 years represent only a limited number of 
draws from an unlimited inunber of outcomes that 
cou.ld have occurred, and therefore cannot be used 
to determine the potential cost of guarantees going 
forward. Instead, standard finance theory allows us 
to estimate the market iirice of future guarantees 
in a manner that reflects botli the risk of insurers’ 
experiencing substantial shortfalls and their aversion 
to beatng these risks. 
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A guaranteed tniiiknum average rate of return or; 
pension balances invested in stocks is a Kind of put 
option, commonly knorMi as a Soor, which commits 
insut ers to top up retirees’ pension accounts when 
their average returns fall short of the guaranteed 
terum. iTie price of a floor can be estimated assion- 
ing that insurers’ aversion to risk utalches the market 
average and that, in the future, equit)' returns follow 
a random walk witli the same mean {7.6 percent) 
and standard deviation (19.5 percent) that they have 
displayed in the past.^ As shown in I'ahle 3, this 
calculation indicates that the market price for guaran- 
teeing a fioor equal to the risk-free real rate of return, 
2 percent, amounts to 29 percent of a saver’s annual 
contributions (see the Appendix for details on calcula- 
tioT;s)d In other w'crds. for every dollar contributed to 
the savings plan, the participant w'O'uid have to pay an 
additional 29 cents to the insurer.'^ Buying a floor at 
a 3-petcent rate of return comes at a higher price, 46 
percent of contribuiions. As the floor increases, the 
price of the insurance jumps sharply. 
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iource; Authors' calculations. 


Savers can offset the cost ofbuying floors by sur- 
rendering some of their upside returns to tire insurer. 
This ceiling for average returns is a kind of call 
optica, and the participant can sell this option to the 
insurer. The insurer would then receive any rebrms 
that exceed the ceiling. Unlike tiie price of floors, the 
price of a ceiling falls rapidly as the ceiling increases 
because higher ceilings reduce the potential gain to 
the insurer [see Table 3, column 2), Asa result, sav- 
ers cannot expect to pay for generous floors by selling 
high ceilings. 


Tire combination of a floor and a ceiling is known 
as a collar. As showm in Table 3 , the net price of a 
collar at tire risk- free rate of return is zero - the cos E 
of purcriasing a floor is exactly covered by selling a 
ceiling.’-* Collars at higher rates of return involve 
much higher net costs. For example, a floor at 6 
percent con'iliitied with a ceiling at 6 percent would 
cost 150 percent of the contribution - that is, for 
each $i dollar contributed. The net result - within 
this framew-ork - is that the return on the combined 
insurance payment and contribution - the gross con- 
tribution - never exceeds the riskless rate. 

If trie participant is allowed some upside poten- 
tial, say a floor of 2 percent and a ceiling of 3 percent, 
then the effective gmrantee on the gross contribution 
must be less than the riskless rate (see Table 4). in 
short, an individual who wants any upside potential 
must pay for it. 

The message from standard flnanciai theory is 
that iiisiucis Latin jt ui'di'iitee .ii^funr. niu’e thm 
UiL '1' ties' rate vli^n 1li-\ si are 11^ inaiki"' s a' i.r 
Sion to risk. ’ On the other hand, at least nistnncallv. 
a risk "ss la’-'- guaiaiUt.t WLiJilhcUc i rm u ling P' 
St 100 h ait P rtuatious MiiLe rn ^ oh 'tAOiildha'e 
i.Lri' i.d i liUtinie ler an ct was thm 2 pncein 

rhis gap between past experience and hnance the- 
)iv , I iip ni feasible giiuant'-es u dn ‘1 • linn+s eii un 
markets willingness and ability to oear risk. This gap 
can be dnnimshea if the govetntnent is less averse 
to nsk than the market. Indeed, ctizens acting in 
vile rt dnnuili the u'Aeinment > an imp e mange 
ments - suen as intergenerational nsk sharing - not 
p I'-'xble bv pinaV dg' lit' actnig on drn wn In ad 
dition. credit-worthy governments can access capital 
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markets at the risk-free rate of interest, provided tlieir 
obligations are net excessive relative to their capacity/ 
to raise revenues now and in tlie fature/^*" Experience 
also suggests that the goverinnent is more w-ilJing 
and able to bear macroeconomic risk tlian the private 
market. In its provision ofuneinploymet't insurance 
and its conduct of countercyclical fiscal policy, the 
gcveinrnent assumes commitments that appear too 
risky for private investors to provide. One question, 
then, is whether goverinnent guarantees should be 
priced according to die risk aversion evident in capital 
markets, or sho’jld they be priced with less aversion 
to risk? 

Suppose, for example, the government’s level of 
risk aversion were only one half that of private insur- 
ers. Tne price of a floor at tlie risk-free rate would be 
only 13 percent of contributions, less than half of its 
price using the market’s aversion to risk ;see Table 5). 
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ScHcfc; Aulliors’ ralculalioiis. 


More striking, by using collars, savers can purchase 
much higher guarantees at no, or little, net cost. 

For example, by purchasing a collar witli a fioor at 
an percent rate of return and a ceiling at about 6 
percent, savers wo’old, at no net cost, be guaranteed 
an average rate of return on their retirement savings 
in this range,'^ Tne size of feasible guarantees, 
tlierefore, depends on the insurer’s degree of risk 
aversion.^-’ 

Coodusion 

This cnb/has been a speailative disetasion of what 
might be involved if a new tier of retirement saving 
were introduced and if large variations in replace- 
ment rates were viewed as unacceptable. The only 
way to avoid wide variations in replacement rates is 
to provide a guarantee or some torrn ot nsk snaring, 
yiic, \^hui a jUjiaiiwe IS tlie j leti idcb* sf-i th- 

t dimn 3‘‘e no t ut the caiuPi n u o' the 
ginuitcef p-iejiiU h a gb Even though 
giui.ntc'"- wolJ 1 hue bLtn fcjs Llehwrcncah 
stmidaidtinjiKeti nw siw that giuiautteuig 'uoit 
th-.n the iiillrsb lah lb rnpiiss.Lle g mg 1 iwa 
Fiiiaiic tlie, n ibw sb till ih" inagmt ide offl a- 
sible guarantees deoends crticallv on insurers ca- 
f =.cn f a x'l'in^iisk '^neiitlir ■inuieni is ,esS 
averse to risk tiian other investors, it can guarantee 
late* 01 letuj!) higher thac the s 1 ue <"iinsr 
quenllv. the feasibiuty ofprovicing attractive guar- 
a iteeb t'l ’el uns ni a ti-i ol '-aviivs <, ^mts 
depends on whetner applying pnvate insurers risk 
ptekieiK b to the gi t'-in neat w appi< pi aU 
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Endnotes 


T Munncll, Webb, and Golub-Sass (2008) . 

2 Mnnneil and Sunden (2006). 

3 Munnell and Muldcon {2008). 

4 M'jnnell, Webb, and Golub-Sass (2008). 

3 A recent proposal wouid offer a guarantee with a 
real rate of return of 3 percent and allow a Board of 
Trustees to raise tire guarantee if the economy per- 
forms better than e?cpected (Ghdardncd ?.oc8). 

6 Although we are unaware of any governments 
that directly offer defined contribution pension plan 
guarantees, both Germany and Switzerland require 
fund managers to guarantee some level of investment 
returns (see Arnmami {2003) and Maurer and Sclilag 
(2002), respectively). 

7 These balances assume that the individual began 
working in 19&6 at a salary of $19,200 in 2008 dol- 
lars, experienced annual wage growth of 2 percent, 
earning the reported average of $44,000 for those 
employed a: 65 The individual contributed 4 percent 
of salam each year, and received the return to U.S. 
equities each year. 

8 This illustration could have used other distribu- 
tions of returns, including distributions that specify 
some form of mean-reversion in refurns or tiie price 
of equit)'. -Replacing the random w'alk assumed here 
with mean-reverting returns would tend to compress 
rhe range ot payoffs forperision balances, thereby 
reducing die cost of lioors on average. However, if 
the reversion to mean is sufficiently slow, die poten- 
tial cost of floors would be higher for participants who 
join the plan during years when returns are particu- 
larly low compared to the door for those who join 
w-hen returns are particularly high. 

9 This analysis uses the simrdifying assumption that 
the risk-free rate is a fixed real wo percent. Lachance 
and Mitchell (2003) present a model inw/hich the 
risk-free rate is a stochastic process. 

10 Savers who purcliase a floor at the risk-free rate 
can invest only Si per Si. 29 of contributions. Conse- 
quently, they are really guaranteeing only 78 percent 


of the retirement wealth that they could attain iiy 
investing each dollar of contribution in lisk-iree 
bonds. Of course, their investment in equities offers 
an upside that risk-free bonds lack. Savers who pur- 
chase floors above the risk-free rate insure a higher 
rate of return, but tlieir guaranteed minimum wealth 
in retirement falls as a result of the substantial cost of 
these floors. 

11 See Feldstein and Ranguelova (2.001I. 

12 A collar at the risk-free rate fixes the return on 
stocks to matdi that on risk-free bonds. No-arbitrage 
features in standard financial theoiy require that 
investments with identical payoffs be priced the same. 
Consequently, an investment in stocks combined 
wtith this collar has a return and yield equivalent to an 
investment in risk-free assets. 

13 Tlie coefficient of relative risk aversion im-plied by 
the risk-free rate and distribution of returns on equity 
in diis brief .is 2. This figirre rests at the low end of 
the range reported in the litcr.aturc, wchich tends to 
duster between 2 and 10 depending in part onwhetli- 
er the estimates are derived from portfolio theory, 
purchases of insurance, economic experiments, or 
preferences over lotteries {CheEty 2003). Tliree fac- 
tors are important in considering tlie reasonableness 
of the Irnphed level of risk aversion in this briej. First, 
the 2 applies only to the marginal investor; infra- 
rnargi nal investors could well have higher levels of 
risk aversion. Second, the rrLarket pricing of securi- 
ties reflects the lisk aversion of active inslituEional 
and professional investors, who are likely to be more 
wtilling and able to bear risk tlian the average inves- 
tor. And, third, the pricing of securities likely reflects 
the assessments of investors who ate most opturistic 
about future returns, which tends to depress the coef- 
ficient of risk aversion imolied by market pricing. 

14 Gollier (2008) shows that the abilit)- of govern- 
ments to enforce intergenerational risk sharing can 
increase the certainty equivalent rate of return by 
allowing pension funds to invest their financial .assets 
more aggressively than would otliervvise be optimal. 

15 Wdien an instirer’s aversion to risk is less titan tliat 
in trie market, the Insurer can capture a share of the 
markefs risk prem-imn in the return on equity. Wlien 
the insurer is net averse to risk, it can offer the entire 
premium, at no extra cost, in guarantees of returns. 
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As a result, whereas market pricing does not allow 
guarantees in excess of the risk-free rate, an insurer 
with no aversion to risk could offer guarantees ap- 
proaching 7.6 percent at no net cost. 

16 A stable and responsible central government is 
likely less averse to risk than its households and busi- 
nesses. This bricffinds that tlie coefficient of relative 
risk aversion is about 2 for marginal private investors, 
given its assumpuons about the lisk-free rate and tiie 
distribution of the returns on equity. Older public 
finance literature defended a low social discount rate 
on public investment, reflecting tne government’s 
broad scope for diversifying risk and its risk-free cost 
of capital (Sarnuelsoii 1964: Vickery 19S4; and .Arrow 
1965, 1966), thereby implying a low coefficient of 
risk aversion in its pricing of investments from the 
viewpoint of the private market. Some more recent 
work suggests discount rates for public investments 
that cciild ex'ceed those of private investments (lensen 
and Bailey 1072; and Bazelcn and Sm.etteis 1999). 
But. when the public investment covers the risk in tlie 
entire market portfolio averaged over long horizons, 
and the government can access capital, even in dif- 
ficult ti.mes, at tlie risk-free rate, then the case for an 
effectively low coefficient of risk aversion for the gov- 
ern rnent is more compelling. This bne/'uses a value 
of I simply to illustrate the potential magnitude of the 
public benefit that the government might provide. 

17 See Black and Sciioies (1973). 

18 See LaChance and Mitchell (zoo^). 
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Retrospective Guarantees - 
Tables i and 2 

To compute when payments are required, we com- 
pare two types of acco'unts at retirement: a guaranteed 
account and a non-guaranteed account. In each case, 
workers are assumed to enter tlie labor force at age 
22. have earnings rise 2 percent a year, contribute 4 
percent of earnings into the account, and retire after 
43 years, at 65. Each year, the guaranteed account 
earns the level of grrarantee specified in 'die model. 
The non-guaranteed account earns the return experi- 
enced by U.S. equities eachyeai' for tire iudividuars 
43 -year worklife. 

To caiafiate the values in Table i, we determine 
whether the non-guaranteed account's final balance 
fails short of tlie guaranteed account’s final balance. 

To caladate the arrxount of the payment, we need 
to determine the final wage of each cohort. For tire 
years after ^962, we use the Current Population Sur.’ey 
(CPS) to calatlate the average wage for individuals at 
age 56 for that particLilir cohort. (We use tliis pro- 
cedure because a substantial segment of the age 65 
population does not receive a wage.) We then project 
forward to age 65 using the model’s assumed anmrai 
giowih r.ate of i percent. Before 1962, w-e assume 
that the fraction of total wages earned by individuals 
aged 50 before 1962 eijuals the average fraction of 
total wugps eamedby individuals aged 36 after 1962. 
For each year before 1962, we divide this ft'action of 
total wages by the total population of individuals age 
56 to find the average v/age. Again, because the CPS 
began in 1962, w'e must estimate the age 63 popula- 
tion for all preceding years. Age 65 populations are 
calculated using the weighted averages of forecasts 
and baclccasts made from tiie Decennial Census re- 
ports issued before and after the year in question, re- 
spectively, and Social Security .administration cohort 
life tables. (Note; ail values are presented in chained 
year ?,ooo dollars). Finally, this value is then divided 
by Gross Domestic Product (GDP) for eacdi year in 
which a payment needed to be made on a guarantee. 
Tabie 2 is based on the values calculated for Table 1. 

For column i, w'O calculate the net gain or loss :n 
each year as a percent of GDP. We then take the aver- 
age of tliose gains and losses over the entire 84 -year 
period. For columms 2 and 3, we find the sum of the 
net losses as a percent 01 wages and GDP, respective- 
ly, and divide by 84 ~ the total number ofyears. 


Prospective Guarantees - 
Tables 3, 4, and 5 

The guarantee of a miiniiTium return for a participant 
in a defined contribution pension plan is a kind of 
put option. We value this option with Monte Carlo 
simnrlations instead of the Black- Schcles equation 
because the option’s payoff depends on the path taken 
by returns.^" Ttie sequence of returns is critical when 
the option covers the average rate of reti.im eained on 
a portfolio tliat receives annual comriburions.'* 

For each of the 10,000 simulations, an individual 
makes a yearly contribution equal to a constant 
percent of his wages, the inaividual’s contribution is 
added to his assets and 'die balance earns a return. 
The terminal balance , will be eq'ual to 

43 43 

^.-=2 ft ft = ft 

w'here is tlse initial contribution, ’!• is the .assumed 
rate ofwagp growth, andr, is the return eAperienced 
in year/ Reburns were tandctrJy get:ei'.ated as inde- 
pendent and identically distributed normal variables 
wd’h 3 mean ofy.G percent and a standard deviation 
of 19.5 percent. 

Each of the 10,000 terminal balances is sorted, 
arrayed, and assigned a probabilit)- of i in 10,000 to 
form the actual probability density' tunction (PDF). 
The analysis examines guarantors whose aversion to 
risk matciies that of the market (Table 3) and tliose 
w'ho are less averse to risk (Table 5). 

Assuming guarantors are averse to risk, w'evalue 
the payoffs according to a constant relative risk aver- 
sion (CRRA) utility fimetion with a coeificient of risk 
aversion of 2.02. The coefficient of risk aversion is 
consistent with investors’ recuhmg a 5.6 percent risk 
premium to hold a ris'ky asset fo! 43 years with the 
normally distributed returns described above. Tlie 
risk-neutral PDF' for these g’uarantors is the product 
of tlie actual PDF for terminal balances derived from 
the Monte Carlo simulations and the pricing kernel 
(the marginal utility' ofwealtli divided by consump- 
tion), which is then normalized to sum to one. 
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The entries in Table 5 assuitie that guarantors 
are less averse to risk. The risk-neutra! PDF in this 
case is the product of the actiral PDF and the pricing 
kernel derived from a CRRA utiiit)' Function with a 
coefficient of risk aversion of i.o. 

To calculate the cost of a floor, we first use equa- 
tion (T) to calaiiate the risk-free terminal wealth 
that would result from receiving the risk-free return 
each year. We then use equation (i) to calculate the 
guaranteed terminal wealth that -would result from 
receiving the guaranteed rate of return each year Tne 
cost ofthe fxoor is the present value of ilie expected 
value of terminal balances that are less tlian guaran- 
teed terniinal wealth. The cost of the floor per dollar 
of contributions equals the conditional expectation 
of terminal balances tiiat are less than guaranteed 
w-ealth divided by risk-free terminal w-eaith. To calcu- 
late tliis conditional expectation, tiie entries in Table 
3 use the risk-ne-utral PDF that incorporates a coef 
ficient of risk aversion of 2, 02, while those in Table 
5 use the risk-ne'atral PDF that incorporates a coeffi- 
cient of risk aversion of i. 

To calculate the cost of a ceiling, we use equa- 
tion (ij to caiailace the maximal terminal wealth that 
would result from receiving the ceiling rate of return 
eacii year. Tlie cost of the ceiling is the present value 
of the expected terminal balances that exceed maxi- 
mal teimiiial wealth. The cost of tire ceiling per dollar 
of contributions equals the conditional expectation of 
terminal balances tliat exceed the maximal balance di- 
vided by risk-free terminal w'ealfn. Again, the entries 
in Table 3 use ffie risk-neutral PDF that incorporates 
a coefficient of risk aversion of2.02, while those in 
Table 5 use the risk-neutral PDF that incorporates a 
coefficient of risk aversion of i.o 
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is to produce fivst-class research and forge a strong 
link between the academic community and decision 
tnalcers in the public and private sectors around an 
issue of critical importance to the nation’s future. 

To achieve this mission, the Center sponsors a wide 
variet)- of research projects, transmits new findings to 
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the retirement income debate. 
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the opinions of the partners or the Center For Retirement 
Research at Boston College. 


Chairman Miller. Thank you, again, very much for — oh. And as 
previously ordered, members will have 14 days to submit addi- 
tional materials for the hearing. And as somebody submitted — Mr. 
Scott submitted a question to ask for Mr. Bogle to follow up on. 
And we will send that forward. And with that, the hearing stands 
adjourned. Thank you. 

[Additional submissions by Mr. Miller follow:] 

[Internet addresses to the Ariel/Schwab Black Investor Survey 
follow:] 
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Prepared Statement of Mellody Hobson, President, Ariel Investments, LLC 

and Chairman, Ariel 

Chairman Miller, Ranking Member McKeon, distinguished Members, thank you 
for the opportunity to submit this statement for the hearing “Strengthening Worker 
Retirement Security.” My name is Mellody Hobson and I am the President of Ariel 
Investments, LLC, a privately owned Chicago-based money management firm with 
more than $4.4 billion in assets under management, founded in 1983 by John W. 
Rogers, Jr. In addition to manning separate accounts for corporate, public, union 
and non-profit organizations, Ariel Investments also serves as the investment ad- 
viser to the publicly-traded, no-load Ariel Mutual Funds. 

Patience serves as the core of our investment philosophy. Ariel Investments was 
built around the belief that patient investors will be rewarded — that wealth can be 
created by investing in great companies, selling at excellent prices whose true value 
would be realized over time. As such, we believe our long-term performance is driv- 
en by our disciplined and focused approach, our stock selection across industries 
where Ariel has proven expertise, our exhaustive investigative research process and 
our commitment to investing in quality businesses that are typically undervalued 
or ignored. 

With the largest generation in American history set to begin retiring, the country 
is facing a retirement crisis. Almost half of Americans today have little or nothing 
saved. The vast majority have far short of what they will need. Fewer and fewer 
Americans today have jobs offering guaranteed pensions and many public and pri- 
vate pension systems are underfunded. Many pensions affiliated with financially 
troubled companies are also at risk of collapse, and the federal agency set up to in- 
sure them is severely underfunded. 

By most estimates. Social Security is in need of supplement and even under the 
best of circumstances is inadequate to funding a secure retirement for working 
Americans. The typical retiree lives for 17 years after retiring at 65. The typical re- 
tired couple spends more than $200,000 on health care in their old age. Defined con- 
tribution plans (401(k), 403(b), and 453) were never intended to replace traditional 
pensions (defined benefit plans) but for more and more people today, they are the 
only way of saving for retirement. The problem, however, is that most people do not 
save nearly enough and do not manage well the money they have. 

These problems are even more extreme among minorities, who have less first- 
hand experience with money management than society as a whole. I have provided 
the results of the 2008 Ariel-Schwab Black Investor Survey and the Ariel-Schwab 
Black Paper. At Ariel we have learned that for middle-class African-Americans, the 
march toward financial security has been an uphill journey marked by half steps, 
pauses and, for some, retreat. Over the last decade, Ariel Investments and The 
Charles Schwab Corporation have commissioned annual research comparing the 
saving and investing habits of middle- and upper-income Black and White Ameri- 
cans. The results consistently reveal that Blacks save less than Whites of similar 
income levels and are less comfortable with stock investing which impedes wealth 
building across generations and contributes to the growing retirement crisis. 

The 11th Annual Black Investor Survey shows White Americans have more than 
twice as much saved for retirement as Blacks, but finds employers well positioned 
to make a difference. African-Americans are on equal footing with Whites when it 
comes to accessing and enrolling in employer-sponsored defined contribution plans, 
but save far less each month and have a considerably smaller nest egg than their 
White counterparts, according to the 11th annual Ariel/Schwab Black Investor Sur- 
vey. The survey also found that with some help from employers, all employees, but 
particularly African-Americans, would be likely to ramp up their monthly 401(k) 
savings 

This year’s survey found that for many younger African-Americans, saving for re- 
tirement is more of a dream than a priority. Both Ariel and Schwab have made a 
major investment in financial education for youth. Through Ariel’s foundation, the 
Ariel Education Initiative, the company supports the Ariel Community Academy, a 
Chicago public school that integrates financial literacy into the school’s curriculum. 
Charles Schwab Foundation funds Money Matters: Make it Count, an after-school 
financial literacy program with Boys & Girls Clubs of America. 

I thank the Committee again for taking up this important issue, and welcome any 
questions or comments you may have. 
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Prepared Statement of the American Benefits Council 

Employer-sponsored 401(k) and other defined contribution retirement plans are a 
core element of our nation’s retirement system and successfully assist tens of mil- 
lions of families in accumulating retirement savings. While individuals have under- 
standable retirement income concerns resulting from the recent market and eco- 
nomic downturns — concerns fully shared by the American Benefits Council — it is 
critical to acknowledge the vital role defined contribution plans play in creating per- 
sonal financial security. 

Congress has adopted rules that facilitate employer sponsorship of these plans, 
encourage employee participation, promote prudent investing, allow operation at 
reasonable cost, and safeguard participant interests through strict fiduciary obliga- 
tions. As a result 401(k) plans are valued by workers who participate in them as 
important resources for delivering retirement benefits. Nevertheless, improvements 
to the system can certainly be made. Helping workers to manage market risk and 
to translate their defined contribution plan savings into retirement income are areas 
that would benefit from additional policy deliberations. An additional area in which 
reform would be particularly constructive is increasing the number of Americans 
who have access to a defined contribution or other workplace retirement plan. 

The goal should be a 401(k) system that functions in a transparent manner and 
provides meaningful benefits at a fair price. At the same time, we all must bear in 
mind that unnecessary burdens and cost imposed on these plans will slow their 
growth and reduce participants’ benefits, thus undermining the very purpose of the 
plans. It is important to understand the facts relating to these plans. The Council 
believes the following principles are critical in evaluating any reform measures in 
this area: 

• Defined Contribution Plans Reach Tens of Millions of Workers and Provide an 
Important Source of Retirement Savings. There are now more than 630,000 private- 
sector defined contribution plans covering more than 75 million active and retired 
workers, with another 10 million employees covered by tax-exempt and govern- 
mental defined contribution plans. 

• Employers Make Significant Contributions Into Defined Contribution Plans. 
Many employers make matching, non-elective, and profit-sharing contributions to 
complement employee deferrals and share the responsibility for financing retire- 
ment. Recent surveys of defined contribution plan sponsors found that at least 95% 
make some form of employer contribution. 

• Employer Sponsorship Offers Advantages to Employees. Employer sponsors of 
defined contribution plans must adhere to strict fiduciary obligations established by 
Congress to protect the interests of plan participants. Employers exercise oversight 
through selection of plan investment options, educational materials and workshops 
about saving and investing and professional investment advice. 

• Defined Contribution Plan Coverage and Participation Rates Are Increasing. 
The number of employees participating in these plans grew from 11.5 million in 
1976 to more than 75 million in 2005, and 65% of full-time employees in private 
industry had access to a defined contribution plan in 2008. 

• Defined Contribution Plan Rules Promote Benefit Fairness. Congress has estab- 
lished detailed rules to ensure that benefits in defined contribution plans are deliv- 
ered across all income groups. Extensive coverage, nondiscrimination and top-heavy 
rules promote fairness regarding which employees are covered by a defined contribu- 
tion plan and the contributions made to these plans. 

• 401(k) Plans Have Evolved in Ways That Benefit Workers. Both Congress and 
private innovation have enhanced 40i(k) plans, aiding their evolution from bare- 
bones savings plans into retirement plans. Among these enhancements have been 
incentives for plan creation, catch-up contributions for older workers, accelerated 
vesting schedules, tax credits, automatic contribution escalation, single-fund invest- 
ment solutions and investment education programs. 

• Recent Enhancements to the Defined Contribution System Are Working. The 
Pension Protection Act of 2006 (PPA) encourages automatic enrollment and auto- 
matic contribution escalation. PPA also provided new rights to diversify contribu- 
tions made in company stock, accelerating existing trends toward greater diver- 
sification of 401(k) assets. 

• Defined Contribution Plan Savings is an Important Source of Investment Cap- 
ital. With more than $4 trillion in combined assets as of March 2008, these plans 
represent ownership of a significant share of the total pool of stocks and bonds, pro- 
vide an important and ready source of American investment capital. 

• Defined Contribution Plans Should Not Be Judged on Short-Term Market Con- 
ditions. 
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Workers and retirees are naturally concerned about the impact of the recent mar- 
ket turmoil. It is important, however, for policymakers and participants to judge de- 
fined contribution plans based on whether they serve workers’ retirement interests 
over the long term. 

• Inquiries About Risk Are Appropriate But No Retirement Plan Design is Im- 
mune from Risk. The recent market downturn has spawned questions about wheth- 
er defined contribution plan participants may be subject to undue investment risk. 
Yet it is difficult to imagine any retirement plan design that does not have some 
kinds of risk. Any efforts to mitigate risk should focus on refinements to the existing 
successful employer-sponsored retirement plan system and shoring up the Social Se- 
curity safety net. 

The Council has prepared the attached white paper to more fully develop these 
principles. We encourage a full and vigorous debate over ways to improve retire- 
ment security for American workers. At the same time, it is critical that the debate 
not serve to undermine retirement security by inadvertently increasing the costs to 
participants or discouraging plan sponsorship. 

February 5, 2009. 

Defined Contribution Plans: A Successful Cornerstone of Our Nation’s 

Retirement System 


Introduction 

Employer-sponsored 401(k) and other defined contribution retirement plans are a 
core element of our nation’s retirement system, playing a critical role along with So- 
cial Security, personal savings and employer-sponsored defined benefit plans. De- 
fined contribution plans successfully assist tens of millions of American families in 
accumulating retirement savings. Congress has adopted rules for defined contribu- 
tion plans that: 

• facilitate employer sponsorship of plans, 

• encourage employee participation, 

• promote prudent investing hy plan participants, 

• allow operation of plans at reasonable cost, and 

• safeguard plan assets and participant interests through strict fiduciary obliga- 
tions and intensive regulatory oversight. 

While individuals have understandable retirement income concerns resulting from 
the recent market and economic downturns — concerns fully shared by the American 
Benefits Council — it is critical to acknowledge the vital role defined contribution 
plans play in building personal financial security. 

Defined Contribution Plans Reach Tens of Millions of Workers and Provide an Im- 
portant Source of Retirement Savings 

Over the past three decades, 401(k) and other defined contribution plans have in- 
creased dramatically in number, asset value, and employee participation. As of June 
30, 2008, defined contribution plans (including 401(k), 403(b) and 457 plans) held 
$4.3 trillion in assets, and assets in individual retirement accounts (a significant 
share of which is attributable to amounts rolled over from employer-sponsored re- 
tirement plans, including defined contribution plans) stood at $4.5 trillion.^ Of 
course, assets have declined significantly since then due to the downturn in the fi- 
nancial markets. Assets in 401(k) plans are projected to have declined from $2.9 tril- 
lion on June 30, 2008 to $2.4 trillion on December 31, 2008,^ and the average 401(k) 
account balance is down 27% in 2008 relative to 2007.^ Nonetheless, 401(k) account 
balances are up 140% when compared to levels as of January 1, 2000.“^ Thus, even 
in the face of the recent downturn (which of course has also affected workers’ non- 
retirement investments and home values), employees have seen a net increase in 
workplace retirement savings. This has been facilitated by our robust and expand- 
ing defined contribution plan system. As discussed more fully below, employees have 
also remained committed to this system despite the current market conditions, with 
the vast majority continuing to contribute to their plans. 

In terms of the growth in plans and participating employees, the most recent sta- 
tistics reveal that there are more than 630,000 defined contribution plans covering 
more than 75 million active and retired workers with more than 55 million current 
workers now participating in these plans.® Together with Social Security, defined 
contribution plan accumulations can enable retirees to replace a significant percent- 
age of pre-retirement income (and many workers, of course, will also have income 
from defined benefit plans).® 
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Employers Make Significant Contributions Into Defined Contribution Plans 

When discussing defined contribution plans, the focus is often solely on employee 
deferrals into 401(k) plans. However, contributions consist of more than employee 
deferrals. Employers make matching, non-elective, and profit-sharing contributions 
to defined contribution plans to complement employee deferrals and share with em- 
ployees the responsibility for funding retirement. Indeed, a recent survey of 401(k) 
plan sponsors with more than 1,000 employees found that 98% make some form of 
employer contribution.'^ Another recent study of employers of all sizes indicated that 
62% of defined contribution sponsors made matching contributions, 28% made both 
matching and profit-sharing contributions, and 5% made profit-sharing contribu- 
tions only.® While certain employers have reduced or suspended matching contribu- 
tions as a result of current economic conditions, the vast majority have not.® Those 
that have are often doing so as a direct result of substantially increased required 
contributions to their defined benefit plans or institution of a series of cost-cutting 
measures to preserve jobs. As intended, matching contributions play a strong role 
in encouraging employee participation in defined contribution plans. i® 

The Defined Contribution System is More Than 401(k) Plans 

The defined contribution system also includes many individuals beyond those who 
participate in the 401(k) and other defined contribution plans offered by private-sec- 
tor employers. More than 7 million employees of tax-exempt and educational institu- 
tions participate in 403(b) arrangements, which held more than $700 billion in as- 
sets as of earlier this year.^^ Millions of employees of state and local governments 
participate in 457 plans, which held more than $160 billion in assets as of earlier 
this year.i® Finally, 3.9 million individuals participate in the federal government’s 
defined contribution plan (the Thrift Savings Plan), which held $226 billion in as- 
sets as of June 30, 2008.1"* 

401(k) Plans Have Evolved in Ways That Benefit Workers 

Even when focusing on 401(k) plans, it is important to keep in mind that these 
plans have evolved significantly from the bare-bones employee savings plans that 
came into being in the early 1980s. As discussed more fully below, employers have 
enhanced these arrangements in numerous ways, aiding their evolution into robust 
retirement plans. Congress has likewise enacted numerous enhancements to 401(k) 
plans, making major improvements to the 401(k) system in the Small Business Job 
Protection Act of 1996, the Taxpayer Relief Act of 1997, the Economic Growth and 
Teix Relief Reconciliation Act of 2001, and the Pension Protection Act of 2006. 
Among the many positive results have been incentives for plan creation, promotion 
of automatic enrollment, catch-up contributions for workers 60 and older, safe har- 
bor 401(k) designs, accelerated vesting schedules, greater benefit portability, tax 
credits for retirement savings, and enhanced rights to diversify company stock con- 
tributions. 

There also has been tremendous innovation in the 401(k) marketplace, with em- 
ployer plan sponsors and plan service providers independently developing and 
adopting many features that have assisted employees. For example, both automatic 
enrollment and automatic contribution escalation were first developed in the private 
sector. Intense competition among service providers has helped spur this innovation 
and has driven down costs. Among the market innovations that have greatly en- 
hanced defined contribution plans for participants are: 

• on-line and telephonic access to participant accounts and plan services, 

• extensive financial planning, investment education and investment advice offer- 
ings, 

• single-fund investment solutions such as retirement target date funds and risk- 
based lifestyle funds, and 

• in-plan annuity options and guaranteed withdrawal features that allow workers 
to replicate attributes of defined benefit plans. 

These legislative changes and market innovations have resulted in more employ- 
ers wanting to sponsor 401(k) plans and have — together with employer enhance- 
ments to plan design — improved both employee participation rates and employee 
outcomes. 

Long-Term Retirement Plans Should Not Be Judged on Short-Term Market Condi- 
tions 

Workers and retirees are naturally concerned about the impact of the recent mar- 
ket turmoil. It is important, however, for policymakers and participants to evaluate 
defined contribution plans based on whether they serve workers’ retirement inter- 
ests over the long term rather than over a period of months. Defined contribution 
plans and the investments they offer employees are designed to weather changes in 
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economic conditions — even conditions as anxiety-provoking as the ones we are expe- 
riencing today. (Market declines and volatility are, of course, affecting all types of 
retirement plans and investment vehicles, not just defined contribution plans.) Al- 
though it is difficult to predict short-run market returns, over the long run stock 
market returns are linked to the growth of the economy and this upward trend will 
aid 401(k) investors. Indeed, one of the benefits for employees of participating in a 
defined contribution plan through regular payroll deduction is that those who select 
equity vehicles purchase these investments at var 3 ring prices as markets rise and 
fall, achieving effective dollar cost averaging. If historical trends continue, defined 
contribution plan participants who remain in the system can expect their plan ac- 
count balances to rebound and grow significantly over time.'^® That being said, the 
American Benefits Council favors development of policy ideas (and market innova- 
tions) to help those defined contribution plan participants nearing retirement im- 
prove their retirement security and generate adequate retirement income. 

It is important to note that in the face of the current economic crisis and market 
decline, plan participants remain committed to retirement savings and few are re- 
ducing their contributions. Rather, the large majority of participants continue to 
contribute at significant rates and remain in appropriately diversified investments. 
One leading 401(k) provider saw only 2% of participants decrease contribution levels 
in October 2008 (1% actually increased contributions) despite the stock market de- 
cline and volatility experienced during that month, Another leading provider 
found that 96% of 401(k) participants who contributed to plans in the third quarter 
of 2008 continued to contribute in the fourth quarter.!'^ Research from the prior bear 
market confirms that employees tend to hold steady in the face of declining stock 
prices, remaining appropriately focused on their long-term retirement savings and 
investment goals, 

Demonstrating the importance of defined contribution plans to employees, a re- 
cent survey found that defined contribution plans are the second-most important 
benefit to employees behind health insurance.'^® The same survey found that 9% of 
employees viewed greater deferrals to their defined contribution plan as one of their 
top priorities for 2009. 

Defined Contribution Plan Coverage and Participation Rates Are Increasing 

Participation in employer-sponsored defined contribution plans has grown from 
11.5 million in 1975 to more than 75 million in 2005.^^^ This substantial increase 
is a result of many more employers making defined contribution plans available to 
their workforces. Today, the vast majority of large employers offer a defined con- 
tribution plan,22 and the number of small employers offering such plans to their em- 
ployees has been increasing modestly as well.^® In total, 65% of full-time employees 
in private industry had access to a defined contribution plan at work in 2008 (of 
which 78% participated).^"* Small businesses that do not offer a 401(k) or profit- 
sharing plan are increasingly offering workers a SIMPLE IRA, which provides both 
a saving opportunity and employer contributions.^® Indeed, as of 2007, 2.2 million 
workers at eligible small businesses participated in a SIMPLE IRA. 2 ® 

The rate of employee participation in defined contribution plans offered by em- 
ployers also has increased modestly over time — with further increases anticipated 
as a result of automatic enrollment adoption. Moreover, participating employees are 
generally saving at significant levels — levels that have risen over time.^® Younger 
workers, in particular, increasingly look to defined contribution plans as a primary 
source of retirement income.^® 

There are understandable economic impediments that keep some small employers, 
particularly the smallest firms, from offering plans. The uncertainty of revenues is 
the leading reason given by small businesses for not offering a plan, while cost, ad- 
ministrative challenges, and lack of employee demand are other impediments cited 
by small business.®® Indeed, research reveals that employees at small companies 
place less priority on retirement benefits relative to salary than their counterparts 
at large companies.®* As firms expand and grow, the likelihood that they will offer 
a retirement plan increases.®® Congress can and should consider additional incen- 
tives and reforms to assist small businesses in offering retirement plans, but some 
small firms will simply not have the economic stability to do so. Mandates on small 
business to offer or contribute to plans will only serve to exacerbate the economic 
challenges they face, reducing the odds of success for the enterprise, hampering job 
creation and reducing wages. 

Some have understandably focused on the number of Americans who do not cur- 
rently have access to an employer-sponsored defined contribution plan. Certainly ex- 
panding plan coverage to more Americans is a universally shared goal. Yet statistics 
about retirement plan coverage rates must be viewed in the appropriate context. 
Statistics about the percentage of workers with access to an employer retirement 
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plan provide only a snapshot of coverage at any one moment in time. Given job mo- 
bility and the fact that growing employers sometimes initiate plan sponsorship dur- 
ing an employee’s tenure, a significantly higher percentage of workers have access 
to a plan for a substantial portion of their careers.^^ This coverage provides individ- 
uals with the opportunity to add defined contribution plan savings to other sources 
of retirement income. It is likewise important to note that individuals’ savings be- 
havior tends to evolve over the course of a working life. Younger workers typically 
earn less and therefore save less. What younger workers do save is often directed 
to non-retirement goals such as their own continuing education, the education of 
their children or the purchase of a home.®^ As they age and earn more, employees 
prioritize retirement savings and are increasingly likely to work for employers offer- 
ing retirement plans.®® 

Defined Contribution Plan Rules Promote Benefit Fairness 

The rules that Congress has established to govern the defined contribution plan 
system ensure that retirement benefits in these plans are delivered across all in- 
come groups. Indeed, the Internal Revenue Code contains a variety of rules to pro- 
mote fairness regarding which employees are covered by a defined contribution plan 
and the contributions made to these plans. These requirements include coverage 
rules to ensure that a fair cross-section of employees (including sufficient numbers 
of non-highly compensated workers) are covered by the defined contribution plan 
and nondiscrimination rules to make certain that both voluntary employee contribu- 
tions and employer contributions for non-highly compensated employees are being 
made at a rate that is not dissimilar to the rate for highly compensated workers.®® 
There are also top-heavy rules that require minimum contributions to non-highly 
compensated employees’ accounts when the plan delivers significant benefits to top 
employees. 

Congress has also imposed various vesting requirements with respect to contribu- 
tions made to defined contribution plans. These requirements specify the timetable 
by which employer contributions become the property of employees. Employees are 
always 100% vested in their own contributions, and employer contributions made 
to employee accounts must vest according to a specified schedule (either all at once 
after three years of service or in 20% increments between the second and sixth 
years of service).®'^ In addition, the two 401(k) safe harbor designs that Congress 
has adopted — the original safe harbor enacted in 1996 and the automatic enrollment 
safe harbor enacted in 2006 — require vesting of employer contributions on an even 
more accelerated schedule.®® 

Employer Sponsorship of Defined Contribution Plans Offers Advantages to Employ- 
ees 

As plan sponsors, employers must adhere to strict fiduciary obligations estab- 
lished by Congress to protect the interests of plan participants. ERISA imposes, 
among other things, duties of prudence and loyalty upon plan fiduciaries. ERISA 
also requires that plan fiduciaries discharge their duties “solely in the interest of 
the participants and beneficiaries” and for the “exclusive purpose” of providing par- 
ticipants and beneficiaries with benefits.®® These exceedingly demanding fiduciary 
obligations (which are enforced through both civil and criminal penalties) offer in- 
vestor protections not typically associated with savings vehicles individuals might 
use outside the workplace. 

One area in which employers exercise oversight is through selection and moni- 
toring of the investment options made available in the plan. Through use of their 
often considerable bargaining power, employers select high-quality, reasonably- 
priced investment options and monitor these options on an ongoing basis to ensure 
they remain high-quality and reasonably-priced. Large plans also benefit from 
economies of scale that help to reduce costs. Illustrating the value of this employer 
involvement, the mutual funds that 401(k) participants invest in are, on average, 
of lower cost than those that retail investors use.’'® Recognizing these benefits, an 
increasing number of retirees are leaving their savings in defined contribution plans 
after retirement, managing their money using the plan’s investment options and 
taking periodic distributions. With the investment oversight they bring to bear, em- 
ployers are providing a valuable service that employees would not be able easily or 
inexpensively to replicate on their own outside the plan. 

Employers also typically provide educational materials about retirement saving, 
investing and planning, and in many instances also provide access to investment ad- 
vice services."" To supplement educational materials and on-line resources, well over 
half of 401(k) plan sponsors offer in-person seminars and workshops for employees 
to learn more about retirement investing, and more than 40% provide communica- 
tions to employees that are targeted to the workers’ individual situations."'® Surveys 
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reveal that a significant percentage of plan participants utilize employer-provided 
investment education and advice tools.'^^ Although participants can obtain such in- 
formation outside of the workplace, it can be costly or require significant effort to 
do so, yielding yet another advantage to participation in an employer-sponsored de- 
fined contribution plan. 

Recent Enhancements to the Defined Contribution System Are Working 

Recent legislative reforms are improving outcomes for defined contribution plan 
participants. The Pension Protection Act of 2006 (“PPA”), in particular, included 
several landmark changes to the defined contribution system that are already begin- 
ning to assist employees in their retirement savings efforts. 

Employee participation rates are beginning to increase thanks to PPA’s provisions 
encouraging the adoption of automatic enrollment. This plan design, under which 
workers must opt out of plan participation rather than opt in, has been dem- 
onstrated to increase participation rates significantly, helping to move toward the 
universal employee coverage typically associated with defined benefit plans.^'^ And 
more employers are adopting this design in the wake of PPA, in numbers that are 
particularly notable given that the IRS’s implementing regulations have not yet 
been finalized and the Department of Labor’s regulations were not finalized until 
more than a year after PPA’s enactment.’^® One leading defined contribution plan 
service provider saw a tripling in the number of its clients adopting automatic en- 
rollment between year-end 2005 and year-end 2007,“^® and other industry surveys 
show a similarly rapid increase in adoption by employers.'''^ Moreover, many em- 
ployers that have not yet adopted automatic enrollment are seriously considering 
doing so.’^® 

Employers are also beginning to increase the default savings rate at which work- 
ers are automatically enrolled,'^® which is important to ensuring that workers have 
saved enough to generate meaningful income in retirement. Studies show that auto- 
matic enrollment has a particularly notable impact on the participation rates of 
lower-income, younger, and minority workers because these groups are typically less 
likely to participate in a 401(k) plan where affirmative elections are required.®® 
Thus, PPA’s encouragement of auto enrollment is helping to improve retirement se- 
curity for these often vulnerable groups. 

PPA also encouraged the use of automatic escalation designs that automatically 
increase an employee’s rate of savings into the plan over time, typically on a yearly 
basis. This approach is critical in helping workers save at levels sufficient to gen- 
erate meaningful retirement income and can be useful in ensuring that employees 
save at the levels required to earn the full employer matching contribution.®^ Em- 
ployers are increasingly adopting automatic escalation features. ®2 

In PPA, Congress also directed the Department of Labor (DOL) to develop guid- 
ance providing for qualified default investment alternatives, or QDIAs — investments 
into which employers could automatically enroll workers and receive a measure of 
fiduciary protection. QDIAs are diversified, professionally managed investment vehi- 
cles and can be retirement target date or life-cycle funds, managed account services 
or funds balanced between stocks and bonds. There has been widespread adoption 
of QDIAs by employers and this has helped improve the diversification of employee 
investments in 401(k) and other defined contribution plans.®® Congress also directed 
DOL in PPA to reform the fiduciary standards governing selection of annuity dis- 
tribution options for defined contribution plans, and the DOL has recently issued 
final regulations on this topic.®"*^ As a result, fiduciaries now have a clearer road 
map for the addition of an annuity payout option to their plan, which can give par- 
ticipants another tool for translating their retirement savings into lifelong retire- 
ment income. 

Defined Contribution Plans Provide Employees with the Tools to Make Sound Invest- 
ments 

As a result of legislative reform and employer practices, employees in defined con- 
tribution plans have a robust set of tools to assist them in pursuing sound, diversi- 
fied investment strategies. As noted above, employers provide educational materials 
on key investing principles such as asset classes and asset allocation, diversification, 
risk tolerance and time horizons. Employers also provide the opportunity for sound 
investing by selecting a menu of high-quality investments from diverse asset classes 
that, as discussed above, often reflect lower prices relative to retail investment op- 
tions.®® Moreover, the vast majority of employers operate their defined contribution 
plans pursuant to ERISA section 404(c),®® which imposes a legal obligation to offer 
a “broad range of investment alternatives” including at least three options, each of 
which is diversified and has materially different risk and return characteristics. 
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The development and greater use by employers of investment options that in one 
menu choice provide a diversified, professionally managed asset mix that grows 
more conservative as workers age (retirement target date funds, life-cycle funds, 
managed account services) has been extremely significant and has helped employees 
seeking to maintain age-appropriate diversified investments.®'^ As mentioned above, 
the use of such options has accelerated pursuant to the qualified default investment 
alternatives guidance issued under PPA.®® These investment options typically retain 
some exposure to equities for workers as they approach retirement age. Given that 
many such workers are likely to live decades beyond retirement and through numer- 
ous economic cycles, some continued investment in stocks is desirable for most indi- 
viduals in order to protect against inflation risk.®® 

One potential challenge when considering the diversification of employee defined 
contribution plan savings is the role of company stock. Traditionally, company stock 
has been a popular investment option in a number of defined contribution plans, 
and employers sometimes make matching contributions in the form of company 
stock. Congress and employers have responded to encourage diversification of com- 
pany stock contributions. PPA contained provisions requiring defined contribution 
plans (other than employee stock ownership plans) to permit participants to imme- 
diately diversify their own employee contributions, and for those who have com- 
pleted at least three years of service, to diversify employer contributions made in 
the form of company stock.®® And today, fewer employers (23%) make their match- 
ing contributions in the form of company stock, down from 45% in 200 1.®^ Moreover, 
more employers that do so are permitting employees to diversify these matching 
contributions immediately (67%), up from 24% tbat permitted such immediate diver- 
sification in 2004.®^ 

The result has been greater diversification of 401(k) assets. In 2006, a total of 
11.1% of all 401(k) assets were held in company stock.®® This is a significant reduc- 
tion from 1999, when 19.1% of all 401(k) assets were held in company stock.®^ 

New Proposals for Early Access Would Upset the Balance Between Liquidity and 
Asset Preservation 

The rules of the defined contribution system strike a balance between offering 
limited access to retirement savings and restricting such saving for retirement pur- 
poses. Some degree of access is necessary in order to encourage participation as cer- 
tain workers would not contribute to a plan if they were unable under any cir- 
cumstances (e.g., health emergency, higher education needs, first-home purchase) to 
access their savings prior to retirement.®® Congress has recognized this relationship 
between some measure of liquidity and plan participation rates and has permitted 
pre-retirement access to plan savings in some circumstances. For example, the law 
permits employers to offer workers the ability to take loans from their plan accounts 
and/or receive so-called hardship distributions in times of pressing financial need.®® 
However, a low percentage of plan participants actually use these provisions, and 
loans and hardship distributions do not appear to have increased markedly as a re- 
sult of the current economic situation.®'^ To prevent undue access. Congress has lim- 
ited the circumstances in which employees may take pre-retirement distributions 
and has imposed a 10% penalty teix on most such distributions.®® 

In 2001, as part of the Economic Growth and Teix Relief Reconciliation Act 
(EGTRRA), Congress took further steps to ease portability of defined contribution 
plan savings and combat leakage of retirement savings. EGTRRA required auto- 
matic rollovers into IRAs for forced distributions of balances of between $1,000 and 
$5,000 and allowed individuals to roll savings over between and among 401(k), 
403(b), 457 and IRA arrangements at the time of job change.®® 

As a result of changes like these, leakage from the retirement system at the time 
of job change has been declining modestly over time — although leakage is certainly 
an issue worthy of additional attention.'^® Participants, particularly those at or near 
retirement, are generally quite responsible in handling the distributions they take 
from their plans when they leave a company, with the vast majority leaving their 
money in the plan, taking partial withdrawals, annuitizing the balance or rein- 
vesting their lump sum distributions. In sum, policymakers should acknowledge 
the careful balance between liquidity and preservation of assets and should be wary 
of proposals that would provide additional ways to tap into retirement savings early. 

Defined Contribution Plan Savings is an Important Source of Investment Capital 

The amounts held in defined contribution plans have an economic impact that ex- 
tends well beyond the retirement security of the individual workers who save in 
these plans. Retirement plans held approximately $16.9 trillion in assets as of June 
30, 2008.'^® As noted earlier, amounts in defined contribution plans accounted for 
approximately $4.3 trillion of this amount, and amounts in IRAs represented ap- 
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proximately $4.5 trillion (much of which is attrihutahle to rollovers from employer- 
sponsored plans, including defined contribution plans).’^^ Indeed, defined contribu- 
tion plans and IRAs hold nearly 20% of corporate equities. These trillions of dol- 
lars in assets, representing ownership of a significant share of the total pool of 
stocks and bonds, provide an important and ready source of investment capital for 
American businesses. This capital permits greater production of goods and services 
and makes possible additional productivity-enhancing investments. These invest- 
ments thereby help companies grow, add jobs to their payrolls and raise employee 
wages. 

Inquiries About Risk Are Appropriate But No Retirement Plan Design is Immune 
from Risk 

The recent market downturn has generated reasonable inquiries about whether 
participants in defined contribution plans may be subject to undue investment risk. 
As noted above, the American Benefits Council favors development of policy pro- 
posals and market innovations that seek to address these concerns. Yet it is difficult 
to imagine any retirement plan design that does not have some kind or degree of 
risk. Defined benefit pensions, for example, are extremely valuable retirement plans 
that serve millions of Americans. However, employees may not stay with a firm long 
enough to accrue a meaningful benefit, benefits are often not portable, required con- 
tributions can impose financial burdens on employers that can constrain pay levels 
or job growth, and companies on occasion enter bankruptcy (in which case not all 
benefits may be guaranteed). 

Some have suggested that a new federal governmental retirement system would 
be the best way to protect workers against risk. Certain of these proposals would 
promise governmentally guaranteed investment returns, which would entail a mas- 
sive expansion of government and taxpayer liabilities at a time of already unprece- 
dented federal budget deficits. Other proposals would establish governmental clear- 
inghouses or agencies to oversee retirement plan investments and administration. 
Such approaches would likewise have significant costs to taxpayers and would un- 
necessarily and unwisely displace the activities of the private sector. Under these 
approaches, the federal government also would typically regulate the investment 
style and fee levels of retirement plan investments. These invasive proposals would 
constrain the investment choices and flexibility that defined contribution plan par- 
ticipants enjoy today and would establish the federal government as an unprece- 
dented rate-setter for many retirement investments. 

Rather than focusing on new governmental guarantees or systems, any efforts to 
mitigate risk should instead focus on refinements to the existing successful em- 
ployer-sponsored retirement plan system and shoring up the Social Security safety 
net. 

The Strong Defined Contribution System Can Still Be Improved 

While today’s defined contribution plan system is proving remarkably successful 
at assisting workers in achieving retirement security, refinements and improve- 
ments to the system can certainly be made. Helping workers to manage market risk 
and to translate their defined contribution plan savings into retirement income are 
areas that would benefit from additional policy deliberations. An additional area in 
which reform would be particularly constructive is increasing the number of Ameri- 
cans who have access to a defined contribution or other workplace retirement plan. 
The American Benefits Council will soon issue a set of policy recommendations as 
to how this goal of expanded coverage can be achieved. We believe coverage can best 
be expanded through adoption of a multi-faceted set of reforms that will build on 
the successful employer-sponsored retirement system and encourage more employers 
to facilitate workplace savings by their employees. This multi-faceted agenda will 
include improvements to the current rules governing defined contribution and de- 
fined benefit plans, expansion of default systems such as automatic enrollment and 
automatic escalation, new simplified retirement plan designs, expanded retirement 
tax incentives for individuals and employers, greater use of workplace IRA arrange- 
ments (such as SIMPLE IRAs and discretionary pa 3 Toll deduction IRAs), more effec- 
tive promotion of existing retirement plan options, and efforts to enhance Ameri- 
cans’ financial literacy. 
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65 Based on an anaNsis of the Bureau of Labor Statistics’ Current Population Survey, March 
Supplement (2007), of those most likely to want to save for retirement in a given year, almost 
75% had access to a retirement plan through their employer or their spouse’s employer, and 92% 
of those with access participated. Brady & Sigrist (Sept. 2008), supra note 25. 

66 Voluntary pre-tax and Roth after-tax contributions must satisfy the Actual Deferral Per- 
centage test (“ADP test”). The ADP test compares the elective contributions made by highly 
compensated employees and non-highly compensated employees. Each eligible employee’s elec- 
tive contributions are expressed as a percentage of his or her compensation. The numbers are 
then averaged for (i) all eligible highly compensated employees, and (ii) all other eligible employ- 
ees (each resulting in a number, an “average ADP”). The ADP test is satisfied if (i) the average 
ADP for the eligiWe highly compensated employees for a plan year is no greater than 125% of 
the average ADP for all other eligible employees in the preceding plan year, or (ii) the average 
ADP for the eligible highly compensated employees for a plan year does not exceed the average 
ADP for the other eligible employees in the preceding plan year by more than 2% and the aver- 
age ADP for the eligible highly compensated employees for a plan year is not more than twice 
the average ADP for all other eligible employees in the preceding plan year. Treas. Reg. § 
1.401(k)-2. Employer matching contributions and employee after-tax contributions (other than 
Roth contributions) must satisfy the Actual Contribution Percentage test (“ACP test”). The ACP 
test compares the employee and matching contributions made by highly compensated employees 
and non-highly compensated employees. Each eligible employee’s elective and matching con- 
tributions are expressed as a percentage of his or her compensation, and the resulting numbers 
are averaged for (i) all eligible highly compensated employees, and (ii) all other eligible employ- 
ees (each resulting in a number, an “average ACP”). The ACP test utilizes the same percentage 
testing criteria as the ADP test. Treas. Reg. § 1.401(m)-2. 
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trust shall not constitute a qualified trust under 401(a) unless the plan of which such 
trust is a part satisfies the requirements of section 411 (relating to minimum vesting standards). 
See I.R.C. § 401(a)(7). 

38 See I.R.C. §§ 401(k)(12) and (13). 

39 ERISA § 404. I.R.C. § 401(a) also requires that a qualified trust be organized for the exclu- 
sive benefit of employees and their beneficiaries. 

^9 Sarah Holden & Michael Hadley, The Economics of Providing 401(k) Plans: Services, Fees, 
and Expenses, 2007, INVESTMENT COMPANY INST. PERSPECTIVE 17, no. 5, Dec. 2008. 

See Transamerica Center for Retirement Studies (2008), supra note 22 (finding that, regard- 
less of company size, almost two-thirds of employers offer investment guidance or advice as part 
of their retirement plan; of those who do not currently offer guidance or advice, 18% of large 
employers and 7% of small employers plan to offer advice in the future); Deloitte Consulting 
LLP (2008), supra note 8 (51% of 401(k) sponsors surveyed offer employees access to individual- 
ized financial counseling or investment advice services (whether paid for by employees or by the 
employer)); Trends and Experience in 401(k) Plans 2007 — Survey Highlights, Hewitt Associates 
LLC (June 2008) (40% of employers offer outside investment advisory services to employees). 

42 Profit Sharing/40 l(k) Council of America (Sept. 2008), supra note 27. 

43 46% of plan participants consulted materials, tools, or services provided by their employers. 
John Sabelhaus, Michael Bogdan, & Sarah Holden, Defined Contribution Plan Distribution 
Choices at Retirement: A Survey of Employees Retiring Between 2002 and 2007, INVESTMENT 
COMPANY INST. RESEARCH SERIES, Fall 2008. 

44 See, e.g.. Measuring the Effectiveness of Automatic Enrollment, Vanguard Center for Re- 
tirement Research (Dec. 2007) (stating that “[a]n analysis of about 50 plans adopting automatic 
enrollment confirms that the feature does improve participation rates, particularly among low- 
income and younger employees”); Deloitte Consulting LLP (2008), supra note 8 (stating that “[a] 
full 82% of survey respondents reported that auto-enrollment had increased participation 
rates”); Building Futures Volume VIII: A Report on Corporate Defined Contribution Plans, Fi- 
delity Investments (2007) (stating that in 2006 overall participation rates were 28% higher for 
automatic enrollment-eligible employees than for eligible employees in plans that did not offer 
automatic enrollment; overall, automatic enrollment eligible employees had an average partici- 
pation rate of 81%). 

45 A recently-surveyed panel of experts expects automatic enrollment to be offered in 73% of 
defined contribution plans by 2013. Prescience 2013: Expert Opinions on the Future of Retire- 
ment Plans, Diversified Investment Advisors (Nov. 2008). 

45 See The Vanguard Group, Inc. (2008), supra note 10. 

4'^ See Deloitte Consulting LLP (2008), supra note 8 (42% of surveyed employers have an auto- 
matic enrollment feature compared with 23% in last survey); Hewitt Associates LLC (June 
2008), supra note 41 (34% of surveyed employers have an automatic enrollment feature com- 
pared with 19% in 2005); Profit Sharing/401(k) Council of America (Sept. 2008), supra note 27 
(more than half of large plans use automatic enrollment and usage by small plans has doubled). 

43 See Deloitte Consulting LLP (2008), supra note 8 (stating that 26% of respondents reported 
they are considering adding an auto-enrollment feature). 

49 One leading provider has noted an upward shift since 2005 in the percentage of sponsors 
that use a default deferral rate of 3% or higher, and a corresponding decrease in the percentage 
of sponsors that use a default deferral rate of 1% or 2%. The Vanguard Group, Inc. (2008), supra 
note 10. 

®9See, e.g., Copeland (Oct. 2008), supra note 27 (noting that Hispanic workers were signifi- 
cantly less likely than both black and white workers to participate in a retirement plan); Jack 
VanDerhei & Craig Copeland, The Impact of PPA on Retirement Savings for 401(k) Partici- 
pants, EMPLOYEE BENEFIT RESEARCH INST. ISSUE BRIEF, no. 318 (June 2008) (noting 
that industry studies have shown relatively low participation rates among young and low-in- 
come workers); Fidelity Investments (2007), supra note 44 (stating that, in 2006, among employ- 
ees earning less than $20,000, the participation boost from automatic enrollment was approxi- 
mately 50%); U.S. GOV’T ACCOUNTABILITY OFFICE, GAO-08-8, PRIVATE PENSIONS: LOW 
DEFINED CONTRIBUTION PLAN SAVINGS MAY POSE CHALLENGES TO RETIREMENT 
SECURITY, ESPECIALLY FOR MANY LOW-INCOME WORKERS (Nov. 2007); Daniel Sorid, 
Employers Discover a Troubling Racial Split in 401(k) Plans, WASH. POST, Oct. 14, 2007, at 
F6. 

31 See Fidelity Investments (2007), supra note 44 (noting that, in 2006, the average deferral 
rate for participants in automatic escalation programs was 8.3%, as compared to 7.1% in 2005). 

32 See The Vanguard Group, Inc. (2008), supra note 10 (post-PPA, two-thirds of Vanguard’s 
automatic enrollment plans implemented automatic annual savings increases, compared with 
one-third of its plans in 2005); Hewitt Associates LLC (June 2008), supra note 41 (35% of em- 
ployers offer automatic contribution escalation, compared with 9% of employers in 2005); Trans- 
america Center for Retirement Studies (2008), supra note 22 (26% of employers with automatic 
enrollment automatically increase the contribution rate based on their employees’ anniversary 
date of hire). 

33 A leading provider states that “QDIA investments are often more broadly diversified than 
portfolios constructed by participants. Increased reliance on QDIA investments should enhance 
portfolio diversification.” The Vanguard Group, Inc. (2008), supra note 10. See also Fidelity In- 
vestments (2007), supra note 44 (where a lifecycle fund was the plan default option, overall par- 
ticipant asset allocation to that option was 19.4% in 2006; where the lifecycle fund was offered 
but not as the default option, overall participant asset allocation to that option was only 9.8%). 

34 Selection of Annuity Providers: Safe Harbor for Individual Account Plans, 73 Fed. Reg. 
58,447 (Oct. 7, 2008) (to be codified at 29 C.F.R. pt. 2550). 

33 See Holden & Hadley (Dec. 2008), supra note 40. 

35 One survey found that 92% of companies surveyed stated that their plan is intended to com- 
ply with ERISA section 404(c). Deloitte Consulting LLP (2008), supra note 8. 
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®'^In 2006, the percentage of single investment option holders who invested in lifecycle 
funds — “blended” investment options — was 24%. 42% of plan participants invested some portion 
of their assets in lifecycle funds. The average number of investment options held by participants 
was 3.8 options in 2006. Fidelity Investments (2007), supra note 44. 

®®In 2007, 77% of employers offered lifecycle funds as an investment option, compared with 
63% in 2005. Hewitt Associates LLC (June 2008), supra note 41. See also Fidelity Investments 
(2007), supra note 44 (noting that, in 2006, 19% of participant assets were invested in a lifecycle 
fund in plans that offered the lifecycle fund as the default investment option, compared with 
10% of participant assets in plans that did not offer the lifecycle fund as the default investment 
option). 

^^See Target-Date Funds: Still the Right Rationale for Investors, The Vanguard Group, Inc. 
(Nov. 28, 2008) (noting that “even investors entering and in retirement need a significant equity 
allocation” and citing the 17- to 20-year life expectancy for retirees who are age 65). See also 
Fidelity Investments (2007), supra note 44 (“In general * * * the average percentage of assets 
invested in equities decreased appropriately with age * * * to a low of 45% for those in their 
70s.”). 

eoi.R.C. § 401(a)(35); ERISA § 204(j). 

Hewitt Associates LLC (June 2008), supra note 41. 

Hewitt Associates LLC (June 2008), supra note 41. 

Holden, VanDerhei, Alonso, & Copeland (Aug. 2007), supra note 15. See also Fidelity In- 
vestments (Jan. 28, 2009), supra note 3 (noting that, at year-end 2008, company stock made 
up approximately 10% of Fidelity’s overall assets in workplace savings accounts, compared with 
20% in early 2000). 

Holden, VanDerhei, Alonso, & Copeland (Aug. 2007), supra note 15. See also William J. 
Wiatrowski, 401(k) Plans Move Away from Employer Stock as an Investment Vehicle, MONTH- 
LY LAB. REV., Nov. 2008, at 3, 6 (stating that (i) in 2005, 23% of 401(k) participants permitted 
to choose their investments could pick company stock as an investment option for their employee 
contributions, compared to 63% in 1985, and (ii) in 2005, 14% of 401(k) participants permitted 
to choose their investments could pick company stock as an investment option for employer 
matching contributions, compared to 29% in 1985). 

65 See U.S. GOV’T ACCOUNTABILITY OFFICE, GAO/HEHS-98-2, 401(K) PENSION PLANS: 
LOAN PROVISIONS ENHANCE PARTICIPATION BUT MAY AFFECT INCOME SECURITY 
FOR SOME (Oct. 1997) (noting that plans that allow borrowing tend to have a somewhat higher 
proportion of employees participating than other plans). 

66 See I.R.C. §§ 72(p) and 401(k)(2)(B). 

6"^ See, e.g., Reid & Holden (Dec. 2008), supra note 1 (stating that, in 2008, 1.2% of defined 
contribution plan participants took a hardship withdrawal and 15% had a loan outstanding); Fi- 
delity Investments (Jan. 28, 2009), supra note 3 (noting that only 2.2% of its participant base 
initiated a loan during the fourth quarter of 2008, compared with 2.8% during the fourth quar- 
ter of 2007, and 0.7% of its participant base took a hardship distribution during the fourth quar- 
ter of 2008, compared with 0.6% during the fourth quarter of 2007); Holden, VanDerhei, Alonso, 
& Copeland (Aug. 2007), supra note 15 (noting that most eligible participants do not take loans); 
Fidelity Investments (2007), supra note 44 (noting that only 20% of active participants had one 
or more loans outstanding at the end of 2006). Most participants who take loans repay them. 
See Transamerica Center for Retirement Studies (2008), supra note 22 (only 18% of participants 
have loans outstanding, and almost all participants repay their loans). 

68LR.C. § 72(t). 

69 See I.R.C. § 402(c)(4). 70 In 2007, among participants eligible for a distribution due to a 
separation of service, 70% chose to preserve their retirement savings hy rolling assets to an IRA 
or by remaining in their former employer’s plan, compared with only 60% in 2001. The Van- 
guard Group, Inc. (2008), supra note 1(); How America Saves 2002: A Report on Vanguard De- 
fined Contribution Plans, The Vanguard Group, Inc. (2002). 

■^^See Sabelhaus, Bogdan, & Holden (Fall 2008), supra note 43 (stating that retirees make 
prudent choices at retirement regarding their defined contribution plan balances: 18% 
annuitized their entire balance, 6% elected to receive installment payments, 16% deferred dis- 
tribution of their entire balance, 34% took a lump sum and reinvested the entire amount, 11% 
took a lump sum and reinvested part of the amount, 7% took a lump sum and spent all of the 
amount, and 9% elected multiple dispositions; additionally, only about 3% of accumulated de- 
fined contribution account assets were spent immediately at retirement). 

”^2 Brady & Holden (Dec. 2008), supra note 1. 

”^5 Id. It is highly doubtful that Americans would have saved at these levels in the absence 
of defined contribution plans given the powerful combination of pre-tax treatment, payroll de- 
duction, automatic enrollment and matching contributions. 

74 See BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM, FEDERAL RE- 
SERVE STATISTICAL RELEASE Z.l, FLOW OF FUNDS ACCOUNTS OF THE UNITED 
STATES (December 11, 2008); Brady & Holden (Dec. 2008), supra note 1. 
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Rig:ht now, three-quarters of the fastest-growing occupations require more than a high 
school diploma... And so lonighi, I ask every American to commit to at least one year or 
more of higher education or career training. This can be community college or a four- 
year school: vocational training or an apprenticeship. But whatever the training may be, 
every American will need, to get more than a high school diploma. 

- President Obama, Address to .Joint Session of Congress, Pehruary 24, 2009. 


Introduction 

On hehall'or ihe Naiional Organi/aiion for Coiiipeiency Assurance (NCK'A), an iniernaiional 
association representing organizations that grant occupational ceriirications. T am pleased to 
provide the Subconmiiitee with our views on the reauthori/ation of the Workforce Invest iiieni 
Act (WlA). 

What is Certification? 

The certification of professional and occupational skill sets affirms the imponance and 
measurability of a knowledge and experience base for practitioners in a particular field, their 
etiiployers, and the public at large. Certification represents a ttieasureable detttonstration of a 
particular individual’s professional competence. Tn some professions ceniftcaiion is a 
requirement for employment or praeticc. In other professions and occupation, certification is a 
means of dcmonsn'ating mastery' over skill sets and competeneies rec]uired by tlic work place or 
consumers. In all instances, certification enliances the employability and career advancement of 
the individual practitioner err employee. 

A certification is generally developed when an industry or profession is able to identify a 
"fundiintenial bcxly of knowledge for the profession. 'I'here should be a relatively stable, expen- 
identified, peer -reviewed, objective, consensual set of tasks, activities and understanding that 
identifies what individuals in tlie profession do."' 

The benefits of certification include: 

• A more productive and liighly trained workforce for employers 

• Higher wages and a contpeiitive edge for workers 

• Consumer confidence and safety through verification of competence 

• fh-oieciing the general public from incontpeient and until practitioners 

• hstablishmcnr of professional standards for individuals in a particular field. 

• Assisting consumers in making inhmned decisions abttul qualified prttviders 

• Assisting employers in making more informed hiring decisions 

Numerous occupations, such as ebetors, nurses, accountants, and physictil therapists, require a 
license to practice the profession at the state level. Certification is distinct from licensure in that 
it is voluntary and frcqucuQy requires rcccrLilicaiion to maintain the cunency of tlic credential. 
Recertification frequently takes the form of continuing education and testing. Recertification 
provides a reaffirmation of competency assurance by ensuring llie ccrtilicant is up to date with 
tlic latest training techniques, research and methods for a particular field. 


' John E. Kasper, Pli.D.. ('AE. To Certify or.. .Not to Certify ?, Eormn Magazine (Januaiy 2009), 28. 
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WIA Reauthorization Should Recognize Importance of Certification 

NOC’A recommends including information about occupational certification and licensure 
opportunities as a core service available through Onc-Stop employment and training career 
centers. NOCA also recommends including certification and licensure in the scope of services 
olTered ihrough ilie One-Siop sysieni. 

The Deparuneni olT.abor launched iis CareerOneSiop^ websiie several years ago. Tliis user- 
friendly website allows job seekers to easily search for certification options in a number of 
different fields and professions. NOt'A recommends that Congress continue to encourage tlie 
expansion of tliis valuable tool by providing resources to allow DOL to raise awareness about tlie 
site 10 workers as well as career developnieni professionals. 

In 2003, both the Senate and the House passed differeni versions of WTA reauihori/aiion. NOCA 
supported the Senate version of the WIAreauihori/aiion (S. 1021) in particular as it included 
provisions calling for a national study of tlie benefits of earning an occupational certification, 
riie results of tlie study were to be presented to Congress and were required to include 
recommendations designed to promote the acc}uisition of occupational certifications. We 
reeonitnend that this conmiittee include a si tnilar provision when reauthori/ation is written as a 
national study would provide quantitative evidence of die value of certiiicaiions to die worklorce. 
A iliird provision would require states to determine if training programs would lead to industry 
cenirications. Tlie measure also audiorized 10 pilot projects designed to create a “sysieiii of 
industry- validated national certification of skills' targeting the high Tech and homeland security 
sectors. 

NOf'A was instruriiental in ensuring diese provisions were pul into the 2003 Senate bill and again 
strongly supports die inclusion oi similar language in the reaudiorizadon. To the liigh leclmology 
and homeland security pilot projects, however, we would add certifications that would help build 
Of expand our nation’s investments in an electronic healthcare infrastructure and that advance the 
green technology and energy independence sectors. 

Occupations in emerging green teclmologies are projected to continue m grow. Widi recent 
federal investments towards retroliihng buildings for energy efriciency and new investnienis in 
scalar, geothermal, and wind energy, trained workers will be necessary to fully implement these 
policies. "Green jobs exist, and are growing, in a range of industries and at every skill and wage 
level. Many are in the skilled trades; manufacturing, construction, operation and maintenance, 
and installation. Most are ‘middle-skill’ jobs, requiring more education than a high school 
diploma, hut less than a four-year degree. Some arc a bridge to high-skill protcssional jobs or 
entrepreneurial opportunities; others are perfect entry level or transitional jobs for urban residents 
looking for a pathway out of poverty. In short, green jobs are the kind of family- supporting jobs 
that once anchored the American middle class, but in the industries of the future: industries like 
w ind turbine inanufacturing, solar panel installation, energy efficiency retrofits, and green 
building."’ The U.S. Green Building Council, the nation’s leader in developing green 
construction standards, is a ineniher of NOCA and offers several occupational certifications in 
green technologies. 


jrtlL S-L folJ-lUd_.lo.2f 
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Certification Leads to Better Jobs and Better Wages 

Many organizations in today' s cliallcnging economy have recognized tlieii' workforce as tlieir 
most valuable asset. Likewise, as President Obama stated in liis Pebruary 26 joint address to 
Congress, individuals recognize ihai now more ihan ever before they niusi acquire and inainiain 
more comprehensive skill sets lo ensure iheir own auraciiveness and abiliiy in ilie workplace.'’ 

Certification offers a meaningful and direct pathway to rc -employment for many individuals 
eligible for assistance through the One-Stop system. Certification may be a part of the training 
for specific job skills requhed in local markets. Including information about tlie vast array of 
credentials available to job seekers when they visit One-Stops is an excellent way (o assist 
individuals in obtaining new work and possibly better career opportunities. Tn many instances, 
securing a voluntary credential will be the quickest and most elTective means lor an individual to 
achieve re-employment. 


The value of acquiring an (x:cupational certification is underscored in tire existing data. Research 
conducted by the American Board of Nursing .Specialties (ABNS) (a NOCA tneniber) 
“docutnentfsl a high level of agreement atnong certified nurses, non-ceriified nurses and nurse 
managers dial ceriilicauon is greatly valued among nurses."' Respondents to the ABNS survey 
revealed iliai some of the incentives their employers oiler to promote and recognize nursing 
cenificaiions include die reimbursement of exam fees, a listing ol dieir credeniial on natneiags 
and/or business cards, and receiving reimbursement for continuing education.* Other surveys 
indicate that ccttificarion results in higher wages for crcdcntialcd employees, as well as bonuses.’ 
The data help career couasclors point job seekers towards ccttification as a means to new job 
opporiunides.*'^ 

Cienificaiion programs whose prerequisites and requirements displaced workers may quickly 
access — like those in the green rcchnokigy mo\'cmcnr--wtiuld enable those workers to movx hack 
into gainful employment and possibly enhanced career opportunities. Certification of one’s 
specialized skills learned from years on the job may well he one of the quickest pathways to 
reemployment. 

In many instances, an uccupaliunal ccrulicadon does nut reejuire a four-year college degree. 
Ciollcgo is an expensive and liine -consuming undertaking wliich may noi represent a viable 
alternative for all job seekers. Persons who do nor wish to pursue a bachelor’s degree can pursue 
viable and rewarding careers in such fields as medical transcription, automotive mechanic, and 
medical assisting, among many others. 'Ihese professions, as well as others, can open up a 
rewarding career path witli excellent pay and opportunities for advancement for many 
individuals. Examples of occupations not requiring a baccalaureate degree include: 


^ .Sec also Su bacon. ■ Scttine .Sirategv: karning protcssional cTcdciiuals has nianv henefils tor husiiicsscs." 
Kansas Cil\ Siai (Tul 2 200'’) dvaiLihle at hLi. i/is »■ kiio i Uy 'UjliUM'ir likuL' 

Value ol Ceriilicauon bxecuiive Summary. American Board ot Niusing .Specialties (Mav 2(H)6l. 4. 
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"Ibid. 

Poll Indicaiec (,eriilied ^orkerc Earn More, press release. Sept S. 20(W. Available at; 
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• C'ourr reporters . I'liis profession remains in high demand. According to tlie National 
C'oun Reporters Association. 8 1 % of those holding tlic Registered Professional Reporter 
(RPR) ceriilicaiion say ilieir prolessional designation is iiiiporiani lo ihein.''' Court 
reporters earn close to $64,000 annually on average. 

• (4'anc operator , 'llic Bureau of Labor Statistics lists tlie annual mean salary' for crane 
operators as $42,940." Metst states require crane operators to have a certification 
obtained from an accredited certification body. 

• Automotive technician . According to tlie National Automotive I'echnicians education 
f oundation, automotive technicians receiving the ASL certification can earn $60,000 or 
more per year. Positions such as automobile teclinician, autobotly tcclinician, truck 
technician, and parts specialist arc in high demand across the nation. 

• Medical transcriptionist . According to the American Association of Medical 
Transcription, the volume of dictation requiring transcription continues to grow; 
however, the availability of qualified medical transcriptionists has nor grown at the same 
rate. This is an excellent career, offering a competitive annual salary. I1I.S statistics 
indicate the mean annual wage In 2006 for a medical iranscripiionisi Is $30,660.^^ 

• X-rav technician . There continues to be a demand for trained professionals in healthcare. 
X-ray technicians can expect to earn a mean annual wage of over $5 1 ,000 according to 
RI.S statistics."' 

These arc just a small sampling of ihe occupations available to diskKiaied workers, now 
workforce cnhanis, and others seeking meaningful employment and Uving wages, who may 
choose not to go on to pursue a 2 or 4 year' degree. Occupational certification is in most instances 
an affordable retraining option for many workers. A voluntary survey conducted by NOCA 
indicated the average cost of certification tests is $350. 

The certification industry is also recognizing the changing face of the American workforce. 

Wliile the United States has always been a nation of iimnigrants. U.S. (!!ensus figures indicate that 
tlie number of persons who speak a language other than English at home increased tf oin 31.8 
million in 1990 to 47 million in 2000.'^ In addition, wliile some iimnigrants enter tlie United 
States with high quality training and education, others lack advanced skills and will need to 
obtain training in order to advance in the worklorce. 

Certification bodies ai'c adapting swiftly to mccttlic needs of America’s changing workforce, for 
example, many certification boards are administering tlieir coursework and examinations in 
languages other tlian English. Crcdentialing examinations for numerous occupations are now 
aeiininistcrcd on a global scale. A 2006 survey of NCX'A member organizations revealed that 
over 50'T of respondents administer their exams in countries otlier than the United States and that 
37'T of respondents translate their exams into languages other than F.nglisti.^'^ 
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Certification bodies arc also in full compliance witli tlic Americans with Disabilities Act, thus 
allowing persons witli disabilities to earn certifications with reasonable accommodation that docs 
nett compromise tlic validity or reliability of tlic testing process. 

About the National Organization for Competency Assurance (NOCA) 

NOCA, ihe oldest and largest organization representing ceriil'icaiion agencies, testing companies, 
consulting tlmis and individuals involved in professional certification, was created in 1977 as the 
National Commission for Health Ccrtifjing Agencies (NCllCA) with federal funding from tlic 
Department of Health and Human Services. Its mission was to develop standards for quality 
certification in tlic allied healtli fields and to accredit organizations that met those standaixls. 

With the growing use of certification in other fields, NCHCA’s leaders recognized that what is 
essential for credible certification of individuals in the healthcare sector is equally essential for 
other sectors. With this vision, NCHCA evolved into the National Organization for Competency 
Assurance. NOCA is a non-profit. 501(c)(3) organization, committed to serving tlic public 
interest by ensuring adherenee to standards tliat ensure the highest competence of certification 
programs. 

NOCA’s tnembership is cotiiposed of more than 400 organizations responsible for certifying 
specific skill sets and knowledge bases of professions and occupations at the national and 
international level, 'riirough certification, NOCA members represent more than fi million 
individuals ai'ound the world and include ceiTitieation programs of some 150 professions and 
occupations, including 60 healthcare professions. NOCA members certify individual skills in 
fields a.s diverse as construction, healtlicare. automotive, and finance. A current roster of NOCA 
members is included in the appendix. 

NOCA also brings the cxpettisc of its internationally recognized accrediting arm, the National 
Commission for Cettifying Agencies (NCCA). NCCA uses a peer review process to evaluate 
adlicrcncc to its standards by certification progratns and grants accreditation to those programs 
dial have mei diose standards. Tliese standards exceed the requiremenis set forth by the American 
Psychological AssviciaUvin and die U.S. Equal Eniploymeni Opporiuniiy ('ommission and dius 
help to protect the healdi. safety, and welfare of die public. NCCA is the national accraliiaiion 
body that provides this service for private certification organizations in all disciplines. 

Conclusion 

'Hie nation' s growing numbers of unemployed arc desperate to get back to w'ork in an occupation 
diat allow's them to support dicmselvcs and dicir families. Improving die prospects for 
reemployment into new career opportunities represents the core of die Workforce Investment Act. 
Individuals, wheiher employed or self-employed, know dial now more than ever before ibey must 
acquire and mainiain more comprehensive skill sets lo ensure dieir own markeiabiliiy and 
compeience in ihe workplace. 

Certification represents an excellent pathway to employment opportunities for w'orkers in all 
areas in die economy. It also serves as an important assurance for employers and the general 
public that individuals have attained the ncccssaiy' skill sets to provide ±e services or carry out 
ibe scope of (heir employnieni. We hope lhai the Subcuumiiiiee will recognize die imponani role 
that ceriilicaLion has lo play in die Workforce Investment sysieiu. 
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Respecil'ully Suhmiiied, 



James Kend/el, MPH, SPHR 
Hxeculive Director 

National Organization for Competency 
Assurance (NOCA) 

2025 M Street, NW, Suite 800 
Washington. DC 20036 
Phone 202.367.1165 
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[Questions for the record sent:] 

U.S. Congress, 

[Via Email], 

Washington, DC, February 26, 2009. 

Mr. Jack Bogle, Founder, 

Vanguard Group, Malvern, PA. 

Dear Mr. Bogle: Thank you for testifying at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

One of our Committee Members had additional questions for which he would like 
written responses from you for the hearing record. 

Congressman Scott asks the following questions: 

1. Could you please comment on the long-term implications of teix-sheltered ac- 
counts? 
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2. Also, how are retirees being affected by the decision to either pay income taxes 
on funds once they are withdrawn from a tax-sheltered account or to pay capital 
gains taxes during the life of their investments? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 


George Miller, Chairman. 


U.S. Congress, 

[Via Email], 

Washington, DC, February 26, 2009. 


Dr. Dean Baker, Co-Director, 

Center for Economic and Policy Research, Washington, DC. 

Dear Dr. Baker: Thank you for testifying at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

One of our Committee Members had additional questions for which he would like 
written responses from you for the hearing record. 

Congressman Scott asks the following questions: 

1. Could you please comment on the long-term implications of teix-sheltered ac- 
counts? 

2. Also, how are retirees being affected by the decision to either pay income taxes 
on funds once they are withdrawn from a tax-sheltered account or to pay capital 
gains taxes during the life of their investments? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 


George Miller, Chairman. 


U.S. Congress, 

[Via Email], 

Washington, DC, February 26, 2009. 

Dr. Alicia H. Munnell, Director, 

Center for Retirement Research at Boston College, Chestnut Hill, MA. 

Dear Dr. Munnell: Thank you for testifying at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

One of our Committee Members had additional questions for which he would like 
written responses from you for the hearing record. 

Congressman Scott asks the following questions: 

1. Could you please comment on the long-term implications of teix-sheltered ac- 
counts? 

2. Also, how are retirees being affected by the decision to either pay income taxes 
on funds once they are withdrawn from a tax-sheltered account or to pay capital 
gains taxes during the life of their investments? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 


George Miller, Chairman. 
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U.S. Congress, 

[Via Email], 

Washington, DC, February 26, 2009. 
Mr. Paul Schott Stevens, President and CEO, 

Investment Company Institute, Washington, DC. 

Dear Mr. Stevens: Thank you for testif 3 dng at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

One of our Committee Members had additional questions for which he would like 
written responses from you for the hearing record. 

Congressman Scott asks the following questions: 

1. Could you please comment on the long-term implications of teix-sheltered ac- 
counts? 

2. Also, how are retirees being affected by the decision to either pay income taxes 
on funds once they are withdrawn from a tax-sheltered account or to pay capital 
gains taxes during the life of their investments? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 


George Miller, Chairman. 


U.S. Congress, 

[Via Email], 

Washington, DC, March 3, 2009. 

Mr. Jack Bogle, Founder, 

Vanguard Group, Malvern, PA. 

Dear Mr. Bogle: Thank you for testifying at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

Two Republican Committee members. Senior Ranking Member McKeon and Con- 
gresswoman McMorris Rodgers, have additional submitted questions for which they 
would like written responses from you for the hearing record. 

Senior Republican Member McKeon asks the following question: 

1. You testified before the Committee regarding the trading costs of mutual funds. 
As we heard at the hearing, approximately half of 401(k) assets are invested in mu- 
tual funds. The remainder is invested in other products, such as separately man- 
aged accounts, commingled trusts, insurance contracts, and exchange-traded funds. 
Given that research has demonstrated that a significant driver of trading costs is 
the cost of buying and selling securities to accommodate investor contributions and 
withdrawals, do not these investments incur the same types of trading costs as 
those incurred by mutual funds? Are you able to provide the Committee with data 
regarding the trading costs of these other investments? 

Congresswoman McMorris Rodgers asks the following questions: 

1. On page 15 of your testimony you outline a new defined contribution retirement 
system. Tell me if we had this system in place five years ago could such a board 
know about the home mortgage collapse? If we were discussing the safety of mort- 
gage backed securities five years ago would you have testified that they are a high 
risk or low risk 

investment? Would it not follow that there are real risks even for what may be 
considered today to be a conservative investment? 

2. On page 15 of your testimony you state “For those who have the financial abil- 
ity to save for retirement, there would be a single DC structure, dominated * * *” 
What about those who are unable to save for retirement? 

3. Are you proposing that 401(k)s, IRAs, the government TSP program, and any 
retirement saving plans with tax incentives be abolished for this single Federal re- 
tirement system under this Federal Retirement Board? 

4. If one can save for retirement, would the only way to do so that would get teix 
benefit would be through this new Federal Retirement System under the proposal 
you are advocating? 

5. It seems that you are making the argument that since some people can make 
the wrong investment decisions for retirement that no one should be able to have 
a real control over how their money should be invested in the future. Is that correct? 

6. You propose a Federal Retirement Board; I would imagine that such a board 
would have control over trillions of dollars for investment. What could be done to 
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ensure that these savings would not be invested to further any political agenda and 
only ensure a decent return for the potential retiree? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 

George Miller, Chairman. 


U.S. Congress, 

[Via Email], 

Washington, DC, March 3, 2009. 


Dr. Dean Baker, Co-Director, 

Center for Economic and Policy Research, Washington, DC. 

Dear Dr. Baker: Thank you for testifying at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

Republican Committee member. Congresswoman McMorris Rodgers, has sub- 
mitted a question for which she would like a written response from you for the hear- 
ing record. 

Congresswoman McMorris Rodgers asks the following question: 

1. On page five of your testimony you describe your proposal modeled on the 
Thrift Savings Plan as voluntary and on page six give examples of the benefits that 
can be received. Dr. Munnell’s testimony describes how low the balances of 401(k)s 
are today for folks near retirement. Tell me how many people making the $30,000 
you give in your example do you believe will volunteer to have contributions taken 
out of their paychecks even if the government could afford a small match to the con- 
tribution? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 


George Miller, Chairman. 


U.S. Congress, 

[Via Email], 

Washington, DC, March 3, 2009. 

Dr. Alicia H. Munnell, Director, 

Center for Retirement Research at Boston College, Chestnut Hill, MA. 

Dear Dr. Munnell: Thank you for testifying at the Tuesday, February 24, 2009, 
Committee on Education and Labor hearing on “Strengthening Worker Retirement 
Security.” 

Republican Committee Member, Congresswoman McMorris Rodgers, has sub- 
mitted questions for which she would like written responses from you for the hear- 
ing record. 

Congresswoman McMorris Rodgers asks the following questions: 

1. On page four of your testimony you advocate for an additional tier of retirement 
savings to support 20 percent of a retiree’s income. You suggest that this be modeled 
after the Thrift Savings Plan (TSP) that all federal workers, all Members of Con- 
gress and their staff are in. Furthermore you state “participation should be manda- 
tory; participants should have no access to [the] money before retirement.” Could 
you tell the Committee where the money would come for these new accounts? Does 
the government fund it or does the individual make contributions? 

2. If it is the individual who makes the contributions, can you tell me where they 
are supposed to come up with this extra money? In 2006, the average per capita 
income in Washington State was $38,067. Please tell the Committee how much you 
believe should someone in Washington State making $38,067 be required to con- 
tribute? 

3. Or if it is the government, do you have any estimates for how much this will 
cost the taxpayer? What are your recommendations for Congress for where we 
should raise this funding? 

4. You advocate for a mandatory TSP program for all. Now I can tell you that 
my TSP account has taken a similar hit in the last year along the lines of what 
you describe for 401(k)s. If we could go back in time and make your proposal law 
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how would we be any better off today, other than folks having less money in their 
paychecks for these mandatory contributions? If yes, please quantify how much 
more money a contributor would have in an account invested in a Vanguard 401(k) 
S&P 500 fund and the government’s S&P 500 “C” fund? 

Please send your written response to the Committee on Education and Labor by 
COB on Tuesday, March 10, 2009 — the date on which the hearing record will close. 
If you have any questions, please contact the committe. Once again, we greatly ap- 
preciate your testimony at this hearing. 

Sincerely, 

George Miller, Chairman. 


[Responses to questions submitted follow:] 

Mr. Baker’s Responses to Questions for the Record 

Follow-up Questions from Congressman Robert C. “Bobby” Scott 

1. Could you please comment on the long-term implications of tax-shel- 
tered accounts? 

There will be some change in the timing of tax receipts as a result of the accumu- 
lations in these accounts. The government is collecting somewhat less in revenue 
than would otherwise be the case at present because workers have the opportunity 
to shelter a portion of their income in these accounts. 

However, this is being reversed as the baby boom cohort is reaching ages at which 
they can withdraw funds from these accounts. This effect is not likely to be very 
large, primarily because the accumulations in these accounts has fallen sharply due 
to the recent decline in the stock market. It is unlikely that the withdrawals even 
in the years where the peak effects of the baby boomers’ retirement is being felt 
(2020-2035)will have very much impact on the overall budget. Of course, the net ef- 
fect will depend on the extent of new tax exempt contributions. Insofar as policy en- 
courages more retirement savings in future decades, then we will feel even less of 
a boost from the baby boomers drawing down of their accounts and paying taxes 
on their accumulations. 

2. Also, how are retirees being affeeted by the deeision to either pay in- 
eome taxes on funds onee they are withdrawn from a tax-sheltered aeeount 
or to pay eapital gains taxes during the life of their investments? 

Retirees would obviously benefit from not having their withdrawals subject to tax. 
If this policy was made as a trade-off for paying capital gains on investments while 
they were tax sheltered, then savers would presumably opt for investments that 
paid interest or dividends rather than capital gains. This would allow their accumu- 
lations to increase during their working lifetimes without being taxed, and then 
allow them to withdraw their money teix free in retirement. I assume that this is 
not the intention of this switch, but it can be assumed that many savers will try 
to game any changes in order to get the most benefit from it. 


Mr. Bogle’s Responses to Questions for the Record 

From Senior Republican Member Howard P. “Buck” McKeon 

1. You testified before the Committee regarding the trading costs of mutual funds. 
As we heard at the hearing, approximately half of 401(k) assets are invested in mu- 
tual funds. The remainder is invested in other products, such as separately managed 
accounts, commingled trusts, insurance contracts, and exchange-traded funds. Given 
that research has demonstrated that a significant driver of trading costs is the cost 
of buying and selling securities to accommodate investor contributions and with- 
drawals, do not these investments incur the same types of trading costs as those in- 
curred by mutual funds? Are you able to provide the Committee with data regarding 
the trading costs of these other investments? 

You are correct that approximately half of 401(k) assets are held in investment 
products other than mutual funds. While data on these other products are more dif- 
ficult to find, it would be shocking to find that their turnover rates are materially 
different than the rates reported by actively managed mutual funds, primarily be- 
cause many, if not most, asset managers manage these other accounts as well. 
Morningstar data, for instance, show that the average actively managed equity in- 
surance fund has a turnover rate of 83 percent — not far from the 96 percent rate 
of the average actively managed equity mutual fund. (Unsurprisingly, because they 
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are index funds, the average exchange-traded fund has a much lower turnover rate 
of 37 percent.) 

I also agree that some portion of portfolio transactions (in all investment prod- 
ucts) is attrihutahle to contributions and withdrawals from investors. However, the 
record is crystal-clear that this activity plays only a minor role in the staggering 
degree of portfolio turnover we see today. 

Examining net cash flow to equity funds and common stock purchases by equity 
funds provides a crude if revealing estimate of just how much of this activity is at- 
tributable to investor cash flow. In 1991, net cash flow to equity funds of $40 billion 
accounted for only 9 percent of common stock purchases of $224 billion. By 2007, 
that share had fallen to 2.6 percent, as net cash flow of $93 billion was dwarfed 
by $3.6 trillion of stock purchases by equity funds. Just last year, stock purchases 
and sales by equity funds totaled $6.9 trillion, compared to average equity fund as- 
sets of $5.1 trillion. 

The simple fact is that portfolio turnover has risen dramatically. In my first twen- 
ty years in this business, annual turnover averaged 21 percent; in the last twenty 
years, it has averaged 91 percent. As I wrote in my statement, the problem with 
this stunning rise lies in this mathematical reality: investors as a group earn the 
market’s return, minus the expenses they incur. Thus, mutual funds trading stocks 
back and forth with one another at a furious rate, incurring transaction costs, does 
two things: 1) it reduces, by definition, the returns of investors as a group; 2) it en- 
riches the intermediaries who earn commissions on each sale and purchase, ex- 
penses that detract, dollar for dollar, from the returns earned by mutual fund inves- 
tors. 

From Congresswoman Cathy McMorris Rodgers 

1. On page 15 of your testimony you outline a new defined contribution retirement 
system. Tell me if we had this system in place five years ago could such a board 
know about the home mortgage collapse? If we were discussing the safety of mortgage 
backed securities five years ago would you have testified that they are a high risk 
or low risk investment? Would it not follow that there are real risks even for what 
may be considered today to be a conservative investment? 

The purpose of the Federal Retirement Board I described would not to be to pre- 
dict what will happen in our financial markets and our economy, were that even 
possible. Nor would it be to protect plan participants from the inevitable bear mar- 
kets they will encounter. Rather, its purpose would be to oversee our nation’s pri- 
vate retirement savings market, requiring, for instance, that employer-sponsored 
plans have the following features: 

• Automatic enrollment of all employees 

• Automatic annual increases of participant deferral rates 

• The use of age-appropriate target retirement funds as default investment op- 
tions 

• Strict limits on loans and withdrawals during the participant’s career 

• The inclusion of low-cost, broadly diversified total stock and bond market index 
funds among the plan’s investment options 

• A low-cost annuity option for participants reaching retirement age 

• Full disclosure of all plan-related expenses 

Such a system would set plan participants, by default, on the path toward funding 
a secure retirement. As I noted in my statement, such a plan would be far from per- 
fect, but would represent a vast improvement over the system we have in place 
today. 

2. On page 15 of your testimony you state “For those who have the financial ability 
to save for retirement, there would be a single DC structure, dominated * * *” What 
about those who are unable to save for retirement? 

As I wrote on page ten of my statement, the Federal Retirement Board I envision 
might create a public defined contribution plan. Using both tax incentives and 
matching contributions from the federal government, such a plan might enable in- 
vestors who are currently unable to save for retirement to set aside a relatively 
nominal amount (perhaps $1,000 per year). Invested prudently, at low costs, and 
with strict limitations on access during the participant’s working years, such an ac- 
count would provide a healthy supplement to Social Security in retirement. 

3. Are you proposing that 401(k)s, IRAs, the government TSP program, and any 
retirement saving plans with tax incentives be abolished for this single Federal retire- 
ment system under this Federal Retirement Board? 

I am not. Our current retirement system is an amalgam of plans — each with its 
own tax incentives, contribution limits, and eligibility requirements — that makes 
saving for retirement needlessly complex. What I suggest is simplifying this system. 
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creating one universal retirement plan structure, with one set of contribution limits 
and eligibility requirements. 

An example to clarify the benefits of such a change: In 2009 participants in 401(k) 
plans can contribute $16,500; individual retirement accounts (IRAs) limit contribu- 
tions to $5,000. Thus a worker whose employer does not offer a retirement plan can 
save only fraction of the amount that an employee with access to an employer-spon- 
sored plan can. Doing away with the needless and seemingly arbitrary distinctions 
between retirement plans would seem to be a painless and common sense step to- 
ward enhancing the ability of all workers to save for retirement. 

4. If one can save for retirement, would the only way to do so that would get tax 
benefit would be through this new Federal Retirement System under the proposal you 
are advocating? 

I believe I covered this in the answers above, but to summarize, the Federal Re- 
tirement Board I envision would simplify our nation’s retirement system, estab- 
lishing a single plan structure with high limits on contributions and universal eligi- 
bility requirements. It would also establish certain minimum standards for all em- 
ployer-sponsored plans, as described in my answer to the first question. 

5. It seems that you are making the argument that since some people can make 
the wrong investment decisions for retirement that no one should be able to have a 
real control over how their money should be invested in the future. Is that correct? 

That is not correct. I have never and would never take the position that no one 
should have any control over how their money should be invested, for retirement 
or otherwise. 

In examining our nation’s retirement system, there are a few undeniable facts: 

• Most workers do not participate in an employer-sponsored retirement plan 

• The median balance of those who do participate — approximately $15,000 cur- 
rently — is, by any definition, insufficient to make even a moderate contribution to 
retirement funding 

• A large number of participants make decisions that are detrimental to their 
wealth: most cash out their plans when they change jobs; most contribute far too 
little to their plans; many have asset allocations that are highly questionable, either 
investing too heavily in stocks as they near retirement age, or investing too conserv- 
atively at a young age. 

If left unaddressed, the inadequacy of our nation’s retirement savings will become 
a crisis. The crisis, in fact, is not that these workers will be unable to retire, in that 
retirement implies a voluntary separation from the workforce. Rather, the crisis will 
be that a large segment of our population will have insufficient savings to maintain 
even a basic standard of living as they become unable — not unwilling — to work. 
Such a crisis would undoubtedly have enormous social and economic costs. 

The plan I have outlined would make relatively minor changes to our existing sys- 
tem, changes that would use the typical participant’s inertia in their favor by set- 
ting them, by default, on a path toward accumulating the assets necessary to sup- 
port them in retirement. It would change our system from one based on the assump- 
tion that the average employee has the interest and ability to take charge of their 
retirement savings — assumptions that have left millions of workers behind — to one 
based on the assumption that the average employee does not posses those traits, 
and takes a number of decisions out of their hands by default. 

6. You propose a Federal Retirement Board; I would imagine that such a board 
would have control over trillions of dollars for investment. What could be done to 
ensure that these savings would not be invested to further any political agenda and 
only ensure a decent return for the potential retiree? 

The Federal Retirement Board I envision would neither control any investment 
dollars nor be charged with ensuring a decent return for potential retirees. Rather, 
such a Board would oversee a retirement system that, as I state on page ten of my 
statement, would remain in the private sector. As I indicated in my answer to the 
first question, such a Board would establish minimum standards for all employer- 
sponsored plans. 

Additionally, I would like to see the Federal Retirement Board do away with the 
confusing myriad of retirement savings plans we currently have and establish a uni- 
versal retirement savings structure. I would also like such a Board to consider using 
tax incentives and nominal government-matching contributions to establish a pri- 
vate sector-based system that would cover the millions of employees who cannot cur- 
rently afford to save for retirement. 
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Additional Follow-up Questions 

1. Could you please comment on the long-term implications of tax-sheltered ac- 
counts? 

It’s hard to overemphasize the benefits of investing in a tax-sheltered account. 
Aside from costs, deferring taxes represents the single best way to meiximize port- 
folio growth over the long term. Morningstar data show that over the past 15 years, 
the average domestic equity fund has earned 5.2 percent annually on a pre-tax 
basis. After adjusting for taxes, the return of the average fund tumbles to 3.5 per- 
cent — a difference of 1.7 percent per year. 

Compounded over an investment lifetime of 40 years, $1 would grow by $6.60 at 
5.2 percent annually, while a 3.5 percent return would grow $1 by $2.96. In this 
scenario, the ability to defer teixes would provide the investor with a 123 percent 
increase in wealth. 

Amazingly, the mutual fund industry, by and large, seems to ignore the role of 
taxes. Managers turn their portfolios over at rates that often exceed 100 percent, 
generating tremendous tax consequences for shareholders who hold their funds in 
taxable accounts. Tax-deferred accounts, then, provide the protection our industry 
fails to. 

What is not clear is that tax-sheltered accounts actually add to national savings. 
A given portion of the money in such accounts would doubtless have been saved 
anyway, just as it was before the huge growth of defined contribution pension plans. 

2. Also, how are retirees being affected by the decision to either pay income taxes 
on funds once they are withdrawn from a tax-sheltered account or to pay capital 
gains taxes during the life of their investments? 

All else equal, most advisors would recommend that their clients hold a highly 
tax-efficient equity fund (such as a total stock market index fund) in a taxable ac- 
count, and hold their bond allocation in a tax-deferred account. Such a strategy 
would allow the owner to benefit from the current lower teix rates on long-term cap- 
ital gains and dividends, while deferring taxes on the interest income earned on 
their bond investments. 

But while such a practice might make sense in theory, it is of little use for the 
large segment of investors whose retirement accounts — containing stocks and 
bonds — represent the overwhelming majority, if not the entirety, of their investment 
portfolio. 

And while it is currently inefficient, from a tax perspective, for investors to pay 
income teix rates on earnings that would otherwise be taxed at now-lower long-term 
capital gains rates, a few facts remain: 

• Tax policy is ever-changing, and there is no guarantee that today’s compara- 
tively low tax rates on long-term capital gains will continue into the future. 

• Investors who own equities in teix-deferred accounts are, by and large, able to 
control the timing and amount of their tax liability. Investors in actively managed 
equity funds, on the other hand, lack such control, and are at the mercy of the 
fund’s manager. 

• It is likely that a retiree taking a distribution from a tax-deferred retirement 
plan will be in a lower marginal tax bracket than he or she was prior to retirement, 
thus lowering the tax liability on any distributions. 

In sum, I doubt that a large segment of the investor population spends a great 
deal of time worrying structuring their portfolios to achieve the maximum tax effi- 
ciency, partly because of a lack of understanding, partly because it’s an ever-moving 
target, and partly because restrictions on access and tax considerations prevent as- 
sets from moving from teix-deferred accounts to taxable accounts and back again as 
tax policies change. 


Ms. Munnell’s Responses to Questions for the Record 

1. Could you please comment on the long-term implications of tax-sheltered ac- 
counts? 

Retirement saving conducted through typical employer plans — both defined ben- 
efit pension and 401(k) plans — is tax advantaged because the government taxes nei- 
ther the original contribution nor the investment returns on those contributions 
until they are withdrawn as benefits at retirement. If the saving were done outside 
a plan, the individual would first be required to pay teix on their earnings and then 
on the returns from the portion of those earnings invested. Deferring taxes on the 
original contribution and on the investment earnings is equivalent to receiving an 
interest-free loan from the Treasury for the amount of teixes due, allowing the indi- 
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vidual to accumulate returns on money that they would otherwise have paid to the 
government. 

Tax benefits are designed to encourage retirement saving. Teix benefits are clearly 
not the only reason why employers sponsor retirement income plans. At the end of 
the nineteenth century, long before the enactment of the Federal Personal Income 
Teix in 1916, a handful of very large employers, such as governments, railroads, util- 
ities, universities, and business corporations, had put in place defined benefit pen- 
sion plans. They did so because the pension was a valuable tool for managing their 
workforce. 

The transition from defined benefit to 401(k) plans, which began in the early 
1980s, has enhanced the importance of the advantageous tax treatment of pensions. 
The 401(k) plan is essentially a savings account. It is much harder to argue that 
this form of pension, as opposed to traditional defined benefit plans, is a key per- 
sonnel management tool to retain skilled workers and encourage the retirement of 
older employees whose productivity is less than their wage. Once vested, workers 
do not forfeit any benefits when they change employers. Nor do 401(k) plans contain 
the incentives to retire at specific ages that employers embed in defined benefit 
plans. The tax preferences afforded pensions, as a result, have become the major 
advantage of employer-sponsored 401(k) plans. 

The bottom line is that the tax advantage costs the government money because 
it defers the date when teixes are due. This deferral is equivalent to an interest- 
free loan. It is useful to question whether the foregone revenues are effective in 
achieving the goal of more retirement saving and whether the incentives are being 
offered to the right people. 

2. Also, how are retirees being affeeted by the decision to either pay ineome taxes 
on funds once they are withdrawn from a tax-sheltered account or to pay capital 
gains taxes during the life of their investments? 

One often hears the lament that people taking their money out of 401(k) plans 
are teixed at ordinary income rates, while those investing in equities outside of 
401(k) plans only have to pay capital gains rates. The lament implies that people 
with 401(k) plans are bearing a greater burden. This implication is not correct. 

Of course, the value of the preferred tax treatment depends on the taxation of in- 
vestments outside of 401(k)s. And the taxation of capital gains and dividends has 
been reduced dramatically — particularly in recent years — making saving outside of 
401(k) plans relatively more attractive and lowering the value of the teix preference. 
But saving through a 401(k) is still advantageous from a tax perspective. 

The intuition is clearest when considering stock investments inside and outside 
of a Roth 401(k). (And although a conventional 401(k) and a Roth 401(k) may sound 
quite different, in fact they offer identical tax benefits.) Assume the tax rate on cap- 
ital gains and dividends is set at zero. In both cases, the investor pays taxes on his 
earnings and puts after-tax money into an account. In the Roth 40i(k) plan, he pays 
no taxes on capital gains as they accrue over time and takes his money out tax free 
at retirement. In the taxable account, he pays no tax on the dividends and capital 
gains as they accrue and takes the money out tax free at retirement. In short, the 
total tax paid under the Roth and the taxable account arrangement is identical. 

How close is the assumption of a “zero” tax rate to the real world? Table 1 sum- 
marizes the maximum tax rates applied to capital gains and dividends since 1988. 
The 1986 teix reform legislation set the tax rate on realized capital gains equal to 
that on ordinary income. The capital gains teix rate became preferential in 1991- 
1996, not because it changed but because the rates of teixation of ordinary income 
increased. Subsequently, Congress explicitly reduced the tax rate on capital gains 
to 20 percent effective in 1997 and to 15 percent effective in 2003. ^ Dividends, with 
the exclusion of $100 or $200, traditionally have been taxed at the rate of ordinary 
income. That pattern was changed effective in 2003 when the rate on dividend tax- 
ation was reduced to 15 percent. 

TABLE 1.— TOP RATES ON ORDINARY INCOME, CAPITAE GAINS, AND DIVIDENDS, 1988-2005 


Year 


Top rate on ordinary income Top rate on “realized” capital gains Top rate on dividends 


1988-1990® 28 percent 28 percent 28 percent 

1991-1992 31 percent 28 percent 31 percent 

1993-1996 39.6 percent 28 percent 39.6 percent 

1997-2000 39.6 percent 20 percent 39.6 percent 


iPor taxpayers in the 10-percent and 15-percent tax bracket, the tax rate on capital gains 
is 5 percent. 
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TABLE 1.— TOP RATES ON ORDINARY INCOME, CAPITAL GAINS, AND DIVIDENDS, 1988-2005— 

Continued 


Year Top rate on ordinary income Top rate on "realized” capital gains Top rate on dividends 


2001 39.1 percent 20 percent 39.1 percent 

2002 38.6 percent 20 percent 38.6 percent 

2003-2008 35 percent 15 percent 15 percent 


^In 1988-1990, the top rate on regular income over $31,050 and under $75,050 was 28 percent. Income over $75,050 and under $155,780 
was taxed at 33 percent. And any income over $155,780 was taxed at 28 percent. 

Source: Citizens for Tax Justice (2004). 

Table 2 shows the difference in return between saving through a 401(k) plan and 
through a taxable account, taking all personal income taxes into account. The cal- 
culations are based on the following assumptions: 1) the worker earns $100 and 
wants to save the proceeds; 2) the proceeds are invested for 30 years in equities 
with a 6-percent rate — 2 percent paid out in dividends and 4 percent in the appre- 
ciation of the value of the stock; 3) the worker is in the maximum teix bracket; and 
4) the worker does not trade the stock during his working years, so capital gains 
taxes are due only when gains are realized at retirement. The bottom line is that 
while the difference between saving inside and outside a 401(k) has narrowed, 
401(k) saving still produces higher after-tax returns. 

TABEE 2.— NET AFTER-TAX RETURNS FOR TAXPAYERS FACING MAXIMUM TAX RATE IN TAXABLE 

ACCOUNT^ 

[Percentage] 


Year 


Rate of return 


Taxable account Conventional/Roth 401{k) Plan 


Difference between 401(k) and taxable 
account 


1988-1990 

3.7 

4.8 

1.1 

1991-1992 

3.5 

4.7 

1.2 

1993-1996 

2.8 

4.2 

1.4 

1997-2000 

3.0 

4.2 

1.2 

2001 

3.1 

4.3 

1.2 

2002 

3.1 

4.3 

1.2 

2003-2008 

3.9 

4.5 

0.6 


^Assumes appreciation of 6 percent per year — 2 percent from dividends and 4 percent from increase in the price of the equities. 
Source: Author’s calculations based on rates in Table 1 and assumptions described in the text. 


Ms. Munnell’s Additional Responses to Questions for the Record 

1. On page four of your testimony you advocated for an additional tier of retire- 
ment savings to support 20 percent of a retiree’s income. You suggested that this be 
modeled after the Thrift Savings Plan (TSP) that all federal workers, all Members 
of Congress and their staff are in. Furthermore you state “participation should be 
mandatory; participants should have no access to [the] money before retirement.” 
Could you tell the Committee where the money would come for these new accounts? 
Does the government fund it or does the individual make contributions? 

The intent of the proposal is to help insure that people after a lifetime in the 
labor market have an adequate income in retirement. Social Security is scheduled 
to pay benefits at age 62 to the typical worker, who earns roughly $40,000 at retire- 
ment, a benefit equal to 29 percent of previous earnings. That level of benefit will 
not be adequate for tomorrow’s workers to maintain their standard of living once 
they stop working. If the typical individual can hold off until Social Security’s Full 
Retirement Age (66 today rising to 67), the replacement rate increases to 41 percent. 
Even this higher level of replacement will not be enough. 

Increasingly, the only source of additional retirement income will come from em- 
ployer-sponsored 401(k) plans. (People simply do not save on their own — with the 
exception of building up equity in their house.) As of 2007, median 401(k) holdings 
for individuals 55-64 were $60,000. After the collapse of the stock market, these bal- 
ances average about $40,000. These balances will not provide enough supplementary 
income for people to maintain their standard of living over 20 years of retirement. 
Hence, tomorrow’s workers need an additional tier of retirement income. 

There is no free money. To have more in retirement, people will have to save more 
during their working life. Under my plan, the new tier would generally be funded 
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by the employee. The precise contrihution rate depends on the expected rates of re- 
turn earned on the invested assets, but assume a contribution rate of 5 percent. 
Middle-income individuals would be expected to make the contribution; low-income 
individuals would need help from the government. Again, nothing is free, so low- 
income support would require additional tax revenues. 

While making people put aside more for retirement is unpleasant, the alter- 
native — ending up with inadequate income in old age — could be disastrous. 

2. If it is the individual who makes the contributions, can you tell me where they 
are supposed to come up with the extra moneys In 2006, the average per capita in- 
come in Washington State was $38,067. Please tell the Committee how much you be- 
lieve should someone in Washington State making $38,067 be required to contribute? 

As suggested in the response above, the contribution rate might be, say, 5 percent. 
If you and others believe that people need less than an additional 20-percent re- 
placement rate in retirement, the contrihution rate could be lower. The key point 
is that if the typical person in Washington State does not save more, or work much 
longer than they do currently, they will be at risk in retirement. 

3. Or if it is the government, do you have any estimates for how much this will 
cost the taxpayer? What are your recommendations for Congress for where we should 
raise this funding? 

The cost to the government would be the contributions for low-income individuals. 
The precise cost would depend on how the government contribution was structured. 
If the government paid the full contribution for everyone earning less than $20,000, 
the annual cost would be about $25 billion. That should probably be viewed as an 
upper bound, since some type of matching arrangement would be more appropriate 
and would reduce the cost. 

4. You advocate for a mandatory TSP program for all. Now I can tell you that 
my TSP account had taken a similar hit in the last year along the lines of what you 
describe for 401(k)s. If we could go back in time and make your proposal law how 
would we be any better off today, other then folks having less money in their pay- 
checks for these mandatory contributions? If yes, please quantify how much more 
money a contributor would have in an account invested in a Vanguard 401(k) S&P 
500 fund and the government S&P 500 “C” fund? 

As I indicated in my testimony, it would be nice if we could structure a second 
tier that provides some type of guarantee. The problem is that low rates of guar- 
antee — 2 percent or 3 percent inflation-adjusted — would have done nothing to pro- 
tect workers over the last 84 years. The reason is that no retiring cohort would have 
earned less than 3.8 percent on a portfolio of equities, so low guarantees would 
never have kicked in. Only high guarantees — like 6 percent — would have had any 
impact, but standard finance theory says such guarantees are not possible, as long 
as the guarantor shares the market’s aversion to risk. But it would be nice to think 
a little more about guarantees and risk sharing. 

In the absence of an answer on how to provide guarantees, I conclude in my testi- 
mony that perhaps the best we can do is a tier modeled on the Federal Thrift Sav- 
ings Plan. The advantage is that the investment options would include only index 
funds and the structure could be target date funds. This arrangement does not 
eliminate risk, but target date funds would at least insure that those approaching 
retirement do not have two-thirds their assets in equities as they approach retire- 
ment, as was the case in 401(k)s, and that index funds would keep costs down. 

My sense is that it may be possible to design a risk-sharing arrangement that 
would offer more security, but it would require careful thought. 

In any case, the message that I wanted to emphasize is that we need more orga- 
nized retirement saving. A declining Social Security system and fragile 401(k) plans 
will not be enough for future retirees. We need a new tier of retirement saving, but 
I certainly do not have all the answers on how that tier should be designed. 
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This is in response to your letter of February 26 forwarding follow-up que.stion.s from 
Representative Roben “Bobby” Scott. The Investment Company Institute is pleased to supplement the 
record and thanlc.s Mr. Scott for his interest in these issues. 


Question 1. Could you please comment on the long-term implications of tax-sheltered accounts? 

Saving in employer-sponsored 401(k) and other defined contribution retirement plans and 
IRAs has important tax advantages. Contributions that a worker makes to these plans reduce the 
worker’s taxable income by the amount of the contribution. In addition, the account benefits from tax- 
deferred growth because taxes are not due until the individual receives a distribution. Roth IRAs and 
Roth 40 1 (k) accounts have equivalent tax advantages, but in reverse order. In a Roth, the contribution 
is made on an aftcr-tai basis but no income tax is due when the account is distributed, in a qualifying 
distribution (generally after five years and reaching age 59'/i, death or disability), 

Wc believe that the tax incentives of401(k) and other defined contribution plans and IRAs 
provide an important long-term incentive for retirement saving. Americans agree. The survey data of 
3,000 households we presented to the Committee on February 24 found that 81 percent of households 
owning DC plans agreed that the immediate tax savings from their retirement plan arc a big incentive 
to contribute. ' Strong support for the rax incentives is seen in those household.s with income of less 
than S30,000 (75 percent agreed) and those younger than 35 (78 percent agreed). 


See Investment Company Institute, Recirerneni Saving in Wake of l-inaniial Marker VuUitility (Dec. 2008), fig. 3, available 
;C hitp://www.ici.org/p<.{f-'ppr 08 ret .siviiig.pclf . 
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Question 2. Also, how are retirees affected by the decision to either pay income taxes on funds once 
they are withdrawn from a tax-sheltered account or to pay capital gains taxes during the life of their 
investments? 


The rate at which capital gains arc taxed is important because of the effect it has on U.S. capital 
investment and savings, an issue beyond the scope of this letter. But the capital gains rate is largely 
irrelevant to the decision by a worker to save in a tax-sheltered account like a 401 (k) or IBA, Savers will 
typically accumulate more savings on an equivalent investment in a tax-sheltered account like a 
traditional or Roth 40 1 (k) or IRA than investing in a taxable account, regardless of the capital gains 


The best way to illustrate this is first to compare a Roth IRA with a taxable account. Assume a 
worker has a marginal income tax rate of 25%. A worker receives $1,000 in salary and, after taxes, 
receives $750, which he contributes to a Roth IRA. The contribution is invested for 10 years (and until 
the worker reaches at least 59'/i), in which time the account has doubled to $1,500. The worker then 
takes a distribution and keeps all $1,500 because no taxes arc due. Compare this to a taxable account. 
The worker receives the same salary of $1,000, contributes the same after-tax $750 to a taxable account, 
and liquidates it after 10 years. The worker will have less than $1,500 because capital gains will be paid 
upon sale of the assets (and depending on the investment, could have been paid during the 10 year 
period as well). In short, assuming the worker holds the contribution in the Roth IRA account long 
enough to receive a qualifying distribution, a Roth IRA is always preferable to a taxable account, 
regardless of the capital gains tax rate, 

The same is true of traditional IRAs and40l(k)s, because a traditional 401 (k) or IRA yields the 
same after-tax distribution on comparable contributions as a Roth, so long as the individual’s tax rate is 
the same at the time of contribution and distribution.- This equivalence can be illustrated with a 
numerical example; 


- It an Individual’s tax rate is higher in recirenicnt than at the time ofcontrihution, Roth 401 (k) or IRA tax ttcamient i.s 
more favorable than traditional 401(k) or IRA tax treatment. If the tax- rate is lower in retirement, a traditional 401 (k) or 
IRA would have more favorable tax treatment. 
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Equivalence of Roth and Traditional IRA/40 l(k) Tax Treatment 



Traditional IRA/401(k) 

Roth IRA/401(k) 

Contribution 



Wages (before tax) 

$1,000 

$1,000 

Tax on wages 

so 

$250 

Contribution 

$1,000 

$750 

Investment returns after 20 years 

$5,727 

$4,296 

Distribution after 20 years 



Account balance distributed 

$6,727 

$5,046 

Tax on distribution 

$1,682 

$0 

After-tax distribution 

S5,046 

$5,046 


Assumptions: 

Rate of return 10% 

Tax rate (on both contributions and distributions) 25% 


■ Tax on deductible distribution is equivalent to the tax saved at the time of distribution ($250) plus investment 
earnings on that tax savings at the account’s rate of return (10%) over 21) years; tax = ($250}'(l.l)-‘* 

There is one situation in which saving in a taxable account could be more advantageous and 
that i-s where the savings are intended to be short-term. Botli traditional and Roth 401 (k) plans and 
IRAs impose restrictions and penalties for early withdrawals chat do not fall with specified exceptions. 
This simply emphasizes that Congress designed 401(k) plans and IRAs to be primarily long-term 
savings vehicles for retirement. 

Thank you for the opportunity to follow up with Mr. Scott. If you or Mr. Scott would like 
additional information, please contact me or Peter Gunas (202-326-5860), 



Paul Schott Stevens 
President and CEO 


cc; Honorable Howard “Buck” McKeon, Ranking Member 
Honorable Robert “Bobby" Scott 


[The statement of Mrs. Memorris Rodgers follows:] 

Prepared Statement of Hon. Cathy McMorris Rodgers, a Representative in 
Congress from the State of Washington 

Thank you Chairman Miller and Ranking Member McKeon for holding a hearing 
on such an important issue. I want to also thank our witnesses for being here today 
to share their perspectives of how the current economic crisis impacted on workers’ 
retirement savings. 

Right now, our economy faces challenges that many of us haven’t seen before in 
our lifetime. The current downturn in our financial markets has brought consider- 
able uncertainty, particularly for those workers nearing retirement. A recently re- 
leased poll said they worry they will have to work longer because the value of their 
retirement savings has declined. Particularly for those workers whose savings were 
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held in a risky portfolio and also for those who were not well-diversified, these are 
difficult times. 

America also faces a crisis with our current defined benefit pension system. As 
Rodger Lowenstein points out in his recent book “While America Aged,” today we 
have approximately 38 million senior citizens. It is predicted that in a generation 
this number will almost double to 72 million and that by 2030 one in five Americans 
will be over 65. Over 60 million Americans have been promised pensions; however 
this number is shrinking. Another concern is that over one third of the workforce 
has no savings for retirement or pension at all. Still another concern is that in the 
private sector the available pension plans are underfunded cumulatively by 350 bil- 
lion dollars. Many employers, like IBM, Sears and Verizon have frozen their pension 
plans to keep their obligations from growing further. Unfortunately, some did not 
act quickly enough and have been forced to declare bankruptcy while others, like 
the tJ.S. auto industry teeter on the brink with only enormous government subsidies 
keeping them alive. 

The Pension Benefit Guarantee Corporation (PBGC) created by the ERISA law in 
1974 is currently responsible for the pensions of 1.3 million people whose pension 
plans have failed. With 94 of these plans failing in 2006 alone, the PBGC is deeply 
in the red with a teixpayer bailout increasingly likely. Even worse the states and 
localities that have promised pensions to first responders, teachers, transit workers 
and others are hundreds of billions of dollars behind on their promises to state pen- 
sion funds. This is money owed by the taxpayer, and under the state constitutions 
this debt is required to be paid. Pensions can never be defaulted upon and this 
growing obligation has all the markings of the next financial crisis since these pen- 
sions are the longest enduring promises that exist. 

One General Motors retiree recently passed in 2006 at the age of 111. He had 
been collecting pension and retiree benefits for 48 years. When He started work in 
1926, there was little thought given to what they would pay him 80 years later. 
Pensions have always been the way to over promise future obligations that would 
have little effect on the company or municipality today. I find it ironic that the fed- 
eral government was one of the first entities to get out of the pension business in 
1984 as part of a solution then to save the Social Security system. 

At the same time, millions of Americans rely on investments in planning for re- 
tirement. Because of this, a downturn in our financial markets can have a real im- 
pact on workers’ retirement security. An increasing number of workers rely on 
401(k)-type savings plans and a smaller share of workers participate in defined-ben- 
efit plans. Today, 630,000 private-sector defined contribution plans cover 75 million 
active and retired workers. In addition, there are more than 10 million employees 
of tax-exempt and governmental workers who participate in other plans sucH as 
403(b), 427 and the Thrift Savings Program (TSP). 

The financial crisis has also had an impact on defined contribution assets and this 
is a great concern to workers and retirees. Assets have declined from $2.9 trillion 
on June 30, 2008 to $2.4 trillion on December 31, 2008. The average 40i(k) balance 
decreased 27 percent in 2008. However, 401(k) balances are still up 140 percent 
since January 1, 2000. If historical trends continue, plan participants who remain 
in the system can expect their plan assets to rebound significantly over time. A vast 
majority of these participants have remained committed to their defined contribu- 
tion plans. 

Congress has made progress in this effort. For instance, we made sweeping re- 
forms of defined contribution plans in the Pension Protection Act of 2006 including 
enhanced pension plan financial disclosure requirements to participants. However, 
much more remains to be done. 

I had the opportunity to review the testimony from our witnesses and I am great- 
ly concerned that may of them are advocating for a new federal retirement system 
in addition to Social Security modeled on the federal TSP that covers all federal 
workers. It is alarming to see calls for such a dramatic change due to losses in- 
curred under our current system. A government retirement savings board that may 
or may not require all employees to contribute will lower choices for workers and 
create a huge new bureaucracy in Washington, D.C. courtesy of the American work- 
er. 

Employer-sponsored 401(k) plans play a vital role in the retirement security of 
tens of millions of Americans. Although the recent economic downturn represents 
an historic challenge, it should not be used as an excuse to tear down or radically 
overhaul the 401(k) retirement system. I believe Congress should approve legislation 
that gives plan sponsors (typically employers) greater incentives to offer pension 
plans that match individual’s contributions, offer many options for investment and 
give the individuals greater incentives to participate, not create a one size fits all 
government program with limited investment options and mandatory contributions. 
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I look forward to hearing the thoughts and perspectives of our witnesses regard- 
ing our nation’s defined contribution plans. 


[The statement of Ms. Titus follows:] 

Prepared Statement of Hon. Dina Titus, a Representative in Congress from 

the State of Nevada 

Chairman Miller, Ranking Chairman McKeon, esteemed witnesses, and fellow 
Committee members — thank you for coming together today to examine the chal- 
lenges workers face as they prepare for retirement. I’m honored to be a Member of 
this Committee and I look forward to hearing the testimony of the esteemed panel 
of witnesses joining us. Panelists — thank you for your time and input today. 

We all know about the sad state of our nation’s economy. The people of Southern 
Nevada and the Third Congressional District have been particularly hard hit by the 
economic downturn. Unemployment is nearing 10 percent — the highest it has been 
in 25 years — and it is expected to get worse. Sadly, Nevada also leads the nation 
in foreclosure and bankruptcy rates. These numbers are a stark reminder that we 
must take action, and we must take action soon to create reforms that will help re- 
store savings for Nevadans nearing retirement, that will help Nevadans save for a 
secure retirement, and that will safeguard Nevadans’ savings against any future 
economic crises that may befall us. 

We will hear today from witnesses that will address numerous problems in today’s 
defined contribution plans, and specifically 401(k) plans. Some of the witness testi- 
mony faults the market, some faults individuals for not saving adequately or for 
taking out hardship loans, some faults greed of financial management corporations, 
some faults companies that offer limited plans or cease to match employer contribu- 
tions when times are tough. Ladies and gentleman of the Committee, and esteemed 
witnesses, I firmly believe that this cannot be a blame game. We must study in a 
bi-partisan fashion — bridging the gap between “labor” and “business” — to find re- 
forms that can benefit all parties. I do not see these as competing interests and I 
don’t believe anyone on this Committee, on the panel, or in Nevada can afford to 
see them as such. 

I am eager to hear the testimony of today’s witnesses and to continue discussions 
with my fellow Committee members on our best path forward as Members of Con- 
gress and the role we can play as Members of the House Education and Labor Com- 
mittee. 


[A submission by Mr. Andrews follows:] 
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March 10,2009 


The Honorable Robert Andrews 
Chairman 

Subcommittee on Health, Employment, Labor, and Pensions 
U.S. Hou.se of Representatives 
2265 Rayburn HOB 
Washington, DC 2031 5 

Dear Chairman Andrews: 

Ac the Education and Labor Commiccee hearing on February 24, 2009, you asked a question 
about Figure 1 in my written testimony and whether we could provide data about contribution activity 
versus investment returns in 401 (k) plans. Unfortunately the data currently available do not allow us 
to report directly 401(k) plan asset changes in 2008 net of contributions and distributions. 

We are able to provide, however, some information responsive to your request, First, we use the 
latest available Department of Labor data (through 2006) to provide a picture of the dynamics of how 
contributions, distributions and investment returns affect the growth in assets in 401(k) plans. The 
investment returns for 40l(k) platis in the a^regate reflect the broad range of asset classes chat 401(k) 
participants hold in their accounts. Wc conclude this leccerwich snapshot data ofche asset allocation of 
401(k) plans to show the range of investments that 401(k) participants hold. 

Official Data: Contribution Inflows Generally Outstrip Outflows in 401 (k) Plans 

Figure 1 of the Institute’s testimony [reproduced as Figure I at the end of this letter) — showing 
the percentage change in total assets of various retirement plans from year-end 2007 to third quarter 
2008 — highlights that401(k) plans were not unique in having seen significant declines in asset value 
because of the recent bear market. As I stated in mv testimony, 401(k) plan assets did not tall in value 
by as much as the total stock market did because of (1) ongoing contributions and (2) diversification of 
retirement plan assets to include other assets in addition to U.S. equities. 

You asked what the data in Figure 1 would be after accounting for the contributions and 
distributions in the 401 (k) plans. Unfortunately, official data from the Department of Labor arc o nly 



151 


The Honorable Robert Andrews 
March 10. 2009 
Page 2 of 3 

available through 2006' and the data neccssar)' to make this calculation accurately are not available for 
more recent years. 

We can, however, use official Deparrinent of Labor data through 2006 to give you a sense of the 
effect of contributions and distributions in relation to the investment returns of 401 (k) plans. 

The Department of Labor aggregates financial information reported by private-sector pension 
plans (defined benefit and defined contribution, including 40 1 (k) plans). The change in a 401 (k) 
plan’s assets in any given year is the combination of; ( 1 ) contributions into the plan, whether from the 
employer, the employee, or rollovers from other plans; (2) amounts distributed from the plans, reported 
as benefits paid, which include rollovers out of the plan (into IRAsor other qualified plans); and (3) 
investment returns, including reinvested dividends, interest, earnings, and capital gain distributions, as 
well as unrealized appreciation in asset values. 

As .summarized in Figure 2, in 2006, 401 (k) plans saw contributions totaling S251 billion, 
which increased plan assets by 10.5 percent. Another $304 billion, which represented investment 
returns, increased plan assets by 12.7 percent. Outflows (predominately benefits paid), removing $233 
billion from 40 1 (k) plans in 2006, pulled plan assets down 9.7 percent, although much of those dollars 
is reinvested in IRAs. All told the change in 401(k) plan assets in 2006 was an increase of 15.5 percent.^ 
The S&P 500 total return index increased 15.8 percent m 2006, while the Citigroup Broad Investment 
Grade Bond Index increased 4.3 percent. 

40 1 (k) Plans Hold a Range of Investments 

Although official DOL data are available only through 2006, ocher sources report asset 
allocation and estimate 40 1 (k) assets for later daces. For example, in a collaborative data collection 
effort with the Employee Benefit Research Institute, the EBRJ/ICI 40 1 (k) database examines the asset 
allocations of individual 401 (k) plan participants (through year-end 2007 at this time).’ In addition, 
ICI collects information on 401(k) plans’ holdings of mutual funds and estimates total 401 (k) plan 
assets (chrough 2008;Q3 at this time).'' Both sources indicate that 401 (k) plans hold a range of 
invescmencs. Thus, it is to be expected that changes in 401 (k) plan assets would reflect U.S. equity 


' For the full report see, U.S. Department of Labor, Employee Benefits Security Administration, Private Pension Plan 
Bulletin: Abstract of 2006 Form 5500 Annual Reports (December 2008), available at; 
hrcp://v.ww.doi.gQv/cbsa/PD}-/2006pcnsionplan bulletiii.PDF , 

‘ The change in assets includes net contributions, investment returns, and iniscclLincous (any difference between the change 
in assets and the reported flow inform acion not otherwise coveted by re: contributions and investment returns). 

’ See Holden, VanDerhei, Alonso, and Copeland, 40 1 (k) PLm Asset Allccation, Account Balances, and Loan Activity in 
2007. ’ F.BKl Issue Brief and ICl Perspective (Dec. 2008) available at httpu'/wwsv.ici.ory.'pdf/per 14-0,3. pdf . 

’ See Invescmt'nc Company Institute, The U.S. Retirement Market, Third Quarter 200S, ICl Fundamentals, vol. 17 no. 3- 
Q3 (Feb. 2009). available at http:// www.ici.org/pdf/rcrmrkt Lipdate.pdf 
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market performance, but would be tempered by other investment holdings (in addition to ongoing 
contributions). 

At year-end 2007, the EBRI/ICI 40I(k) data indicate that about two-thirds of 401 (k) 
participants’ assets were invested in equity securities through equity funds (w'hich include mutual funds 
and ocher pooled investments primarily invested in equities), the equity portion of balanced funds, and 
company stock (Figure 3). About one-third was invested in fixed-income securities such as stable value 
investments and bond and money market funds. 

As of third quarter 2008, mutual hinds represented about halfof401(k) plan assets (Figure 4), 
Within mutual funds held in 40 1 (k) plans, the bulk was invested in equity securities: 49 percent were 
domestic equity mutual funds, 1 3 percent were foreign equity mutual funds, and 20 percent were 
hybrid or balanced funds (Figure 5). Ten percent of mutual fund assets in 40 1 (k) plans were bond 
funds and 6 percent were money market mutual funds. 

Thank you for the opportunity to supplement the record. If you would like additional 
information, please contact me or Peter Gunas (202-326-5860). 



Paul Schott Stevens 
President and CEO 


cc: Honorable George Miller, Chairman, House Education and Labor Committee 

Honorable Howard “Buck” McKeon, Ranking Member, House Education and Labor 
Committee 
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Figure 1 

All Plan Types Have Seen Declines in Asset Value 

Percentage change in total assets from year-end 2007 to 2008:Q3 



Sources: Invest menc Company Institute. Federal Reserve Board, and Standard 8. Poor's 


Figure 2 

Change in 401(k| Plan Assets, 2005 to 2006 

Billions of dollars 





Note: Components may not add to the total because of rounding. 


Source: ICI Summary of U.S. Department of Labor, employee Benefits Security Administration, Summary of Form 550D 
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Figure 3 

Average Asset Allocation of 401(k} Accounts 

Percentage of account balances, 2007 



Note; "Funds' include mutual funds and at her pooled iiiyestmeiits. Loans are not included. Percentages are dollar- 
weighted averages. 

Source. EBRI/lCI Participant-Directed Retirement Plan Data Collection Project 


Figure 4 

Mutual Funds Are About 1/2 of 401(k) Assets 

Billions of dollars 



Note; Components may not add to the total because of rounding. 

Sources: Investment Cortipany Institute, U.S. Department of Labor, and Federal Reserve Board (See "The U.S. Retirement Ivlarket, 
Third Quarter 2008, "/n vestment Comjutmy Insv'rure r undamenrals irebru?tn/ 2009)) 




Figure 5 

401(k) Mutual Fund Assets by Type of Fund 

Percentage of total mutual fund assets held in 401(k) plans, 2008:Q3 



[Whereupon, at 12:33 p.m., the committee was adjourned.] 



